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THE  RISKS  AND  REGULATION  OF  FINANCIAL 

DERIVATIVES 


THURSDAY,  MAY  19,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  at  2:07  p.m.,  in  room  SD-538  of  the  Dirksen 
Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (Chairman 
of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  afternoon.  We  have 
an  important  hearing  scheduled  today  and  we  very  much  appre- 
ciate having  the  Comptroller  General  here  with  us  again,  Mr, 
Bowsher,  who  has  done  so  much  important  work  in  conjunction 
with  this  Committee  and  others  in  the  Congress. 

Accompanying  Greneral  Bowsher  today  are:  Mr.  Donald  Chapin, 
who  is  the  Chief  Accountant;  Mr.  James  Bothwell,  who  is  the  Di- 
rector of  Financial  Institutions  and  Markets  Issues  within  the  Gen- 
eral Government  Division:  Mr.  Michael  Burnett,  who  is  the  Assist- 
ant Director  of  that  same  area;  and  Ms.  Cecile  Trop,  also  serving 
as  an  Assistant  Director  in  that  same  area. 

I'm  going  to  make  an  opening  statement  myself.  We  have  other 
Members  that,  because  of  other  conflicting  activities  this  afternoon, 
will  be  coming  and  going  as  they  can.  I  know  Senator  D'Amato  par- 
ticularly wanted  to  be  here,  but  he  is  engaged  in  a  policy  discussion 
at  the  moment  that  requires  his  presence  elsewhere,  so  he  may  ar- 
rive at  a  somewhat  later  time. 

But  I  very  much  want  to  welcome  you  back  to  the  Committee 
and  thank  you  for  the  important  work  that's  been  done  and  the  dis- 
cussion that  we'll  have  today  on  GAO's  study  on  financial  deriva- 
tives. 

This  study,  for  the  record,  was  requested  by  this  Committee 
nearly  2  years  ago,  and  I  know  a  great  deal  of  work  has  gone  into 
the  study  and  I'm  very  grateful  for  that  and  commend  you  for  that. 

It's  interesting  that  during  the  time  that  you've  been  working  on 
it,  the  issue  has  become  even  more  important.  The  derivatives  mar- 
ket, astonishingly,  has  roughly  doubled  in  size  just  since  we've  re- 
quested the  study,  and  they  have  clearly  become  a  major  compo- 
nent of  our  financial  markets. 

By  your  estimate,  the  volume  of  outstanding  derivatives  con- 
tracts has  soared  to  more  than  $12  trillion  in  notional  value,  which 
means  the  amount  of  principal  in  the  underlying  assets.  That  fig- 
CD 


ure  is  already  more  than  a  year  out  of  date  and  doesn't  include  ex- 
otic mortgage  securities  or  other  structured  debt  issues. 

Furthermore,  these  markets  are  not  separate  and  distinct  with 
self-contained  risks.  Rather,  they  have  become  an  integral  part  of 
all  of  our  major  financial  markets,  both  domestically  and  abroad. 

Derivatives  clearly  have  grown  because  they  do  meet  customers' 
needs.  Used  properly,  they  allow  institutions  to  manage  the  finan- 
cial risks  associated  with  their  operations  more  efficiently. 

Our  experience  in  recent  years,  however,  has  illustrated  that  fi- 
nancial activities  that  grow  very  rapidly  to  significant  size  should 
virtually  automatically  be  a  source  of  examination  and  some  con- 
cern. And  I  would  say,  already,  we  have  seen  some  warning  signs. 
In  the  past  few  weeks,  there  have  been  more  than  a  half-dozen  re- 
ports of  major  losses  stemming  from  derivatives  use  by  non- 
financial  firms  and  investment  funds. 

In  recent  years,  managing  the  failures  of  two  financial  firms, 
Drexel-Bumham  and  Bank  of  New  England,  has  been  greatly  com- 
plicated by  their  derivatives'  positions,  although  neither  was  a 
major  dealer  in  derivatives. 

We  have  also  seen  liquidity  problems  develop  in  derivatives  dur- 
ing periods  of  volatility,  such  as  the  1987  stock  market  crash  and, 
more  recently,  as  long-term  interest  rates  have  risen  sharply.  I 
don't  think  we  can  afford  to  wait  to  address  this  issue  until  we 
have  some  more  dramatic  crisis  occurring  and  on  our  hands. 

So  this  Committee's  concern  about  risks  associated  with  deriva- 
tives is  of  some  longstanding.  In  fact,  the  FDIC  Improvement  Act 
of  1991  included  provisions  to  improve  the  enforceability  of  netting 
contracts  which  reduced  the  legal  risks  stemming  from  the  failure 
of  firms  active  in  derivatives.  That  legislation  also  required  regu- 
lators to  increase  capital  standards  for  institutions  with  significant 
interest  rate  risk  associated  with  derivatives  or  other  instruments, 
and  it  required  banks  to  limit  their  inter-bank  credit  exposures 
from  derivatives  and  from  other  sources. 

The  Committee  worked  hard  to  see  that  the  Futures  Trading 
Practices  Act  of  1992  included  language  reducing  the  legal  risk  in 
trading  swaps  and  that  the  conference  report  requested  a  study  of 
derivatives  issues  by  the  CFTC. 

In  September  1992,  I  requested  a  study  from  the  banking  regu- 
lators on  risks  posed  by  derivatives,  including  their  recommenda- 
tions for  regulatory  changes,  and  I  have  repeatedly  questioned,  as 
have  some  other  Members  of  this  Committee,  the  financial  regu- 
lators about  derivatives  in  the  appearances  that  those  regulators 
have  made  before  this  Committee. 

I  would  say  that  the  regulators  have  taken  some  useful  steps. 
The  OCC  last  fall  called  for  an  inter-agency  task  force  on  deriva- 
tives and  issued  a  detailed  circular  to  banks  on  acceptable  risk 
management  practices.  The  Treasury  earlier  this  year  reconvened 
the  Presidents  Working  Group  on  Financial  Markets  to  consider 
derivatives  issues.  But  many  regulatory  gaps  persist  and  so  far, 
none  of  the  regulators  have  come  forward  with  a  legislative  pro- 
posal. 

We  still  do  not  have  adequate  disclosure  about  derivatives'  activi- 
ties by  dealers  or  by  firms  that  are  end-users.  I  do  not  think  it  is 
right  that  insured  deposits  are  used  to  fund  potentially  speculative 


derivatives  operations.  I  think  it  is  dangerous  to  permit  major  de- 
rivatives dealers'  operations  in  firms  with  little  or  no  Federal  regu- 
lation or  oversight. 

I'm  disappointed  that  we  have  not  been  able  to  achieve  inter- 
national acceptance  of  appropriate  capital  standards  relating  to  de- 
rivatives in  all  major  participants.  And  I  am  concerned  that  we 
have  not  adequately  encouraged  the  formation  of  well  designed 
clearinghouses  that  could  help  us  reduce  systemic  risk  problems. 

So  these  are  some  of  the,  I  think,  larger  issues  that  are  pre- 
sented to  us  and  that  is  why  today's  hearing  and  the  information 
that  we're  about  to  receive  officially  is  so  important.  I  want  to  say 
that  the  testimony  that  you  will  be  giving  us  today  will  help  us 
shape  legislation  in  this  area  and  help  lay  a  blueprint  for  needed 
action  by  regulators.  It  is  my  intention  to  introduce  legislation  of 
that  kind  in  the  near  future. 

I  want  to  just  finally  say.  General  Bowsher,  how  much  I  appre- 
ciate the  leadership  that  you've  given  over  a  great  length  of  time 
now,  particularly  with  respect  to  examining  and  alerting  us  to 
problems  in  the  financial  system  and  how  they  might  be  identified 
and  solved,  and  with  respect  to  improvements  in  standards,  inter- 
nal standards  within  firms  and  institutions,  you've  pressed  repeat- 
edly, and  wisely  so,  that  steps  be  taken  to  see  to  it  that  we're  really 
providing  the  kind  of  proper  foundation  of  information  and  tracking 
and  monitoring  that  we  need  in  our  financial  sector.  And  that's 
been  much  appreciated  by  the  committee. 

On  many  occasions,  we've  been  able  to  incorporate  specific  things 
in  legislation  that  you  have  recommended  to  us  and  I  think  the 
benefit  of  those  suggestions,  and  now  that  law,  is  working  in  the 
public  interest. 

I  appreciate  that  leadership  by  you  and  by  your  people  who  are 
here  today. 

I  also  want  to  indicate  that  Senator  Dodd  has  a  statement  that 
he  wants  to  insert  in  the  record  and,  without  objection,  we'll  insert 
that  statement  at  this  time. 

PREPARED  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

The  enormous  expansion  of  derivatives  activity  is  in  many  ways, 
a  testament  to  the  strength,  creativity,  and  ingenuity  of  our  finan- 
cial services  companies  and  financial  markets.  In  a  few  short  years, 
with  U.S.  firms  and  markets  leading  the  way,  derivatives  have  dra- 
matically changed  the  landscape  of  international  finance  forever. 

Like  many  of  the  popular  and  innovative  financial  products  that 
have  been  in  vogue  during  the  last  two  decades,  derivatives  deserve 
close  scrutiny.  In  the  post  S&L  crisis  world,  a  skeptical  examina- 
tion of  any  burgeoning  new  financial  product  is  healthy.  It's  even 
better  that  the  attention  get  focused  before  there's  a  crisis  rather 
than  after.  That  is  why  we  are  here  today.  In  my  view,  I  think  this 
is  an  example  of  the  system  working  as  it  should. 

This  is  an  extraordinarily  complex  and  technical  subject.  While 
on  the  one  hand,  this  complexity  may  increase  concern  about  the 
potential  misuse  of  derivates  by  end  users  or  dealers  who  might 
not  understand  them,  it  is  also  a  good  reason  not  for  us  to  jump 
too  quickly  and  overreact  before  we  completely  understand  what 


we're  dealing  with.  The  risks  of  derivatives,  as  well  as  the  rewards, 
must  be  fully  examined. 

There  is  no  reason  to  panic.  I  believe  that  the  major  derivatives 
players  know  that  it's  in  their  own  best  interests  to  police  them- 
selves and  each  other  very  carefully.  In  my  view,  they  know  the 
consequences  of  something  going  wrong  are  frankly,  much  greater 
than  the  profits  to  be  made  by  pushing  the  limits. 

The  GAO  reports  presents  a  relatively  balanced  view  of  the  po- 
tential problems  and  the  issues  we  face.  It's  tone  is  far  from  hys- 
terical, but  it  raises  important  questions  about  the  operation  and 
regulation  of  the  derivatives  markets.  I  think  it's  too  early  to  say 
whether  all  the  solutions  and  recommendations  that  the  GAO  pro- 
poses are  appropriate.  The  weak  spots  in  the  regulatory  and  oper- 
ational systems  need  to  be  shored  up.  Whether  that  can  be  done 
with  existing  authority  is  the  issue.  I  look  forward  to  exploring  this 
matter  further  in  the  coming  months. 

The  Chairman.  So  Mr.  Bowsher,  we're  pleased  to  have  you  and 
we'd  like  your  statement  now.  We'll  make  your  full  report  a  matter 
of  the  record. 

STATEMENT  OF  CHARLES  A.  BOWSHER,  COMPTROLLER  GEN- 
ERAL, GENERAL  ACCOUNTING  OFFICE,  WASHINGTON,  DC 
ACCOMPANIED  BY:  DONALD  H.  CHAPIN,  CHIEF  ACCOUNT 
ANT;  JAMES  L.  BOTHWELL,  DIRECTOR,  FINANCIAL  INSTITU 
TIONS  AND  MARKETS  ISSUES,  GENERAL  GOVERNMENT  DIVI 
SION;  MICHAEL  A.  BURNETT,  ASSISTANT  DIRECTOR,  FINAN 
CIAL  INSTITUTIONS  AND  MARKETS  ISSUES,  GENERAL  GOV 
ERNMENT  DIVISION;  AND  CECILE  O.  TROP,  ASSISTANT  DI 
RECTOR,  FINANCIAL  INSTITUTIONS  AND  MARKETS  ISSUES 
GENERAL  GOVERNMENT  DIVISION 

Mr.  Bowsher.  Thank  you  very  much,  Mr.  Chairman.  I  would  like 
to  also  thank  you  very  much  for  a  really  fine  working  relationship 
here  over  the  last  few  years  when  you've  been  Chairman. 

We  have  done  a  lot  of  work  for  this  Committee  under  your  direc- 
tion, and  it's  always  been  a  great  pleasure  to  work  with  you  and 
for  you  on  these  very  difficult  issues.  We're  going  to  miss  you. 

The  Chairman.  Thank  you. 

Mr.  Bowsher.  I  don't  know  whether  I'll  be  back  here  to  testify 
again  before  October,  but 

The  Chairman.  Well,  if  we  both  get  lonesome,  I'll  call  you  back. 

Mr.  Bowsher.  OK 

[Laughter.] 

Very  good.  We  are  very  pleased  to  be  here  today  to  discuss  the 
issue  that  you  asked  us  to  look  at,  which  was  Federal  oversight  of 
derivatives  activities.  As  you  know,  we  issued  our  derivatives  re- 
port yesterday.  It  responds  to  your  request,  as  well  as  requests 
from  several  other  committees. 

In  my  testimony  today,  I  will  briefly  summarize  our  major  con- 
clusions and  recommendations  and  then  answer  any  questions. 

In  the  past  two  decades,  fundamental  changes  in  global  financial 
markets — particularly  the  increased  volatility  of  interest  rates  and 
currency  exchange  rates — prompted  a  number  of  public  and  private 
institutions  to  develop  and  use  derivatives.  Derivatives'  use  was  ac- 
celerated by  the  continuing  globalization  of  commerce  and  financial 


markets  and  major  advances  in  finance,  infonnation  processing, 
and  communications  technology. 

Derivatives  are  financial  products  whose  values  are  based  on  the 
value  of  the  underlying  asset,  reference  rate,  or  index.  We  focused 
on  four  basic  types  of  derivatives:  forwards,  futures,  options,  and 
swaps. 

These  basic  products  can  also  be  combined  to  create  more  com- 
plex derivatives.  Some  derivatives  are  standardized  contracts  trad- 
ed on  exchanges.  Others  are  customized  contracts  that  include  ne- 
gotiated terms,  such  as  amounts,  payment  timing,  and  interest  or 
currency  rates. 

When  contracts  are  not  traded  on  an  exchange,  they  are  called 
over-the-counter  derivatives.  Derivatives  serve  important  functions 
in  the  global  financial  marketplace.  And  among  their  benefits,  de- 
rivatives provide  end-users  with  opportunities  to  better  manage  fi- 
nancial risks  associated  with  their  business  transactions,  and  this 
is  called  hedging.  They  also  provide  opportunities  to  profit  from  an- 
ticipated movement  in  market  prices  or  rates,  and  that  is  called 
speculating. 

Derivatives  activities  has  grown  to  least  $12  trillion  in  notional 
amount  by  the  end  of  1992,  as  you  pointed  out,  Mr.  Chairman.  This 
growth  and  the  increasing  complexity  of  derivatives  reflect  both  the 
increased  demand  from  end-users  for  better  ways  to  manage  their 
financial  risks  and  the  innovative  capacity  of  the  financial  services 
industry  to  respond  to  market  demands. 

Because  of  derivatives  growth  and  increasing  complexity.  Con- 
gress, Federal  regulators,  and  some  members  of  the  industry  are 
concerned  about  the  risks  that  derivatives  may  pose  to  the  overall 
financial  system,  and  to  individual  firms,  to  investors,  and  to  the 
U.S.  taxpayers. 

These  concerns  have  been  heightened  by  recent  reports  of  sub- 
stantial losses  by  some  derivatives  end-users,  including  losses  to- 
taling in  the  hundreds  of  millions  of  dollars  by  some  U.S.  firms. 
The  largest  recent  loss  was  by  a  German  firm  that  involved  assist- 
ance of  more  than  $2  billion  from  about  120  banks,  which,  I  point 
out,  is  larger  than  the  Chrysler,  Lockheed,  or  New  York  City  bail- 
outs. 

Now  we  found  that  the  OTC  derivatives  activity  in  the  United 
States  is  concentrated  among  15  major  U.S.  dealers  that  are  exten- 
sively linked  to  one  another,  and  to  end-users,  and  the  exchange- 
traded  markets.  For  example,  as  of  December,  1992,  the  top  seven 
domestic  bank  OTC  derivatives  dealers  accounted  for  more  than  90 
percent  of  the  total  U.S.  bank  derivatives  activity. 

Similarly,  securities'  regulatory  data  indicate  that  the  top  five 
U.S.  securities  firms  dealing  in  OTC  derivatives  accounted  for 
about  87  percent  of  total  derivatives  activity  for  all  U.S.  securities 
firms.  Substantial  linkage  also  exists  between  these  major  U.S.  de- 
rivatives dealers  and  foreign  derivative  dealers.  For  example,  14 
United  States  OTC  derivatives  dealers  reported  to  us  that  their 
transactions  with  foreign  dealers  represented  an  average  of  about 
24  percent  of  their  combined  derivatives  notional  amounts. 

This  combination  of  global  involvement,  concentration,  and  link- 
ages means  that  the  sudden  failure  or  abrupt  withdrawal  from 
trading  of  any  of  these  large  U.S.  dealers  could  cause  liquidity 


problems  in  the  markets  and  could  also  pose  risks  to  the  others, 
including  federally  insured  banks  and  the  financial  system  as  a 
whole. 

Although  the  Federal  Government  would  not  necessarily  inter- 
vene just  to  keep  a  major  OTC  derivatives  dealer  from  failing,  the 
Federal  Government  would  be  likely  to  intervene  to  keep  the  finan- 
cial system  functioning  in  cases  of  severe  financial  stress.  While 
Federal  regulators  have  often  been  able  to  keep  financial  disrup- 
tions from  becoming  crises,  in  some  cases  intervention  has  and 
could  result  in  a  financial  bail-out  paid  for  or  guaranteed  by  the 
taxpayers. 

Primary  responsibility  for  effective  management  of  a  firm's  finan- 
cial risks  rests  with  boards  of  directors  and  senior  management.  A 
svstem  of  strong  corporate  governance,  such  as  that  required  under 
the  FDIC  Improvement  Act  for  large  banks  and  thrifts,  is  particu- 
larly critical  for  managing  derivatives'  activities,  because  they  can 
affect  the  financial  well-being  of  the  entire  firm.  Until  recently, 
however,  no  comprehensive  guidelines  existed  against  which  boards 
and  senior  managers  could  measure  their  firms'  risk-management 
performance. 

In  1993,  a  Group  of  Thirty-sponsored  study  identified  improve- 
ments that  were  needed  in  derivatives  risk-management  and  rec- 
ommended benchmark  practices  for  the  industry.  The  Office  of  the 
Comptroller  of  the  Currency  and  the  Federal  Reserve  also  issued 
guidelines  for  the  banks  that  they  oversee. 

Regulators  and  market  participants  said  improvements  in  risk- 
management  systems  have  already  been  made  as  a  result  of  the 
Group  of  Thirty  recommendations  and  Federal  guidelines.  How- 
ever, we  noted  that  no  regulatory  mechanism  exists  to  bring  all 
major  dealers  into  compliance  with  these  recommendations  and 
guidelines.  Further,  while  actions  the  major  dealers  have  reported 
taking  are  important,  the  Federal  Government  also  has  responsibil- 
ity for  ensuring  that  safeguards  exist  to  protect  the  overall  finan- 
cial system. 

Federal  regulators  have  begun  to  address  derivatives  activities 
through  a  variety  of  means,  but  significant  gaps  and  weaknesses 
exist  in  the  regulation  of  many  major  dealers.  For  example,  securi- 
ties regulators  have  limited  authority  to  regulate  the  financial  ac- 
tivities of  securities  firm  affiliates  that  conduct  OTC  derivatives  ac- 
tivities. 

Insurance  companies'  OTC  derivatives  affiliates  are  subject  to 
limited  State  regulation  and  have  no  Federal  oversight.  Yet  OTC 
derivatives  affiliates  of  securities  and  insurance  firms  constitute  a 
rapidly  growing  component  of  the  derivatives  market.  The  growth 
rate  of  OTC  and  exchange-traded  derivatives  were  100  percent  for 
insurance  firms  and  77  percent  for  securities  firms,  compared  to  41 
percent  for  banks,  from  1990  through  1992. 

In  contrast  to  insurance  and  security  regulators,  bank  regulators 
have  authority  to  supervise  all  the  financial  activities  of  banks  and 
their  holding  companies.  While  these  regulators  have  improved 
their  supervision  of  banks'  derivatives  activities,  their  approach 
still  has  weaknesses,  such  as  inadequate  regulatory  reporting  re- 
quirements and  insufficient  documentation  and  testing  of  internal 
controls  and  systems. 


Further  compounding  the  regulators'  problems  and  contributing 
to  the  lack  of  knowledge  by  investors,  creditors,  and  other  market 
participants  are  the  inadequate  rules  for  financial  reporting  of  de- 
rivatives activity.  We  found  that  accounting  standards  for  deriva- 
tives, particularly  those  used  for  hedging  purposes  by  end-users, 
were  incomplete  and  inconsistent  and  have  not  kept  pace  with 
business  practices.  We  also  found  that  additional  disclosures  are 
needed  to  provide  a  clear  distinction  between  dealing,  speculative, 
and  hedging  activities,  and  to  quantify  interest  rate  and  other  mar- 
ket risks. 

Insufficient  accounting  rules  and  disclosures  for  derivatives  in- 
creases the  likelihood  that  financial  reports  will  not  fairly  rep- 
resent the  substance  and  the  risk  of  these  complex  activities.  In  ad- 
dition, the  lack  of  rules  for  certain  products  makes  it  likely  that  ac- 
counting for  these  products  will  be  inconsistent,  thereby  greatly  re- 
ducing the  comparability  of  financial  reports. 

We  believe  that  innovation  and  creativity  are  strengths  of  the 
U.S.  financial  services  industry  and  that  these  strengths  should  not 
be  eroded  or  forced  outside  the  United  States  by  excessive  regula- 
tion. However,  we  also  believe  that  the  regulatory  gaps  and  weak- 
nesses that  presently  exist  must  be  addressed,  especially  consider- 
ing the  rapid  growth  in  derivatives  activity. 

The  issue  is  one  of  striking  a  proper  balance  between,  one,  allow- 
ing the  U.S.  financial  services  industry  to  grow  and  be  innovative 
and,  two,  protecting  the  safety  and  soundness  of  the  Nation's  finan- 
cial system.  Achieving  this  balance  will  require  unprecedented  co- 
operation among  United  States  and  foreign  regulators,  market  par- 
ticipants, and  members  of  the  accounting  profession. 

Given  the  gaps  and  weaknesses  that  impede  regulatory  pre- 
paredness for  dealing  with  a  financial  crisis  associated  with  deriva- 
tives, we  recommend  that  Congress  require  Federal  regulation  of 
the  safety  and  soundness  of  all  major  United  States  OTC  deriva- 
tives dealers. 

The  immediate  need  is  for  Congress  to  bring  the  currently  un- 
regulated OTC  derivatives  activities  of  securities  and  insurance 
firm  affiliates  under  the  purview  of  one  or  more  of  the  existing 
Federal  financial  regulators,  and  to  ensure  that  derivatives  regula- 
tion is  consistent  and  comprehensive  across  regulatory  agencies. 
We  also  recommend  that  the  financial  regulators  take  specific  ac- 
tions to  improve  their  capabilities  to  oversee  OTC  activities  and  to 
anticipate  or  respond  to  any  financial  crisis  involving  derivatives. 

Our  recommendations  also  address  the  critical  roles  of  the  boards 
of  directors  and  senior  managements  of  the  major  derivatives  deal- 
ers and  end-users,  and  the  need  for  improved  accounting  standards 
and  disclosure  requirements  for  derivatives  activities. 

While  our  recommendations  address  regulatory  gaps  and  weak- 
nesses in  the  context  of  the  current  regulatory  system,  the  nature 
of  derivatives  activities  clearly  demonstrates  that  this  system  has 
not  kept  pace  with  the  dramatic  and  the  rapid  changes  that  are  oc- 
curring in  domestic  and  global  financial  markets. 

Banking,  securities,  futures,  and  insurance  are  no  longer  sepa- 
rate and  distinct  industries  that  can  be  well  regulated  by  the  exist- 
ing patchwork  quilt  of  Federal  and  State  agencies.  Therefore,  we 
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also  recommend  that  Congress  begin  to  systematically  address  the 
need  to  revamp  and  modernize  the  entire  U.S.  regulatory  system. 

Mr.  Chairman,  that  concludes  my  prepared  statement.  We'd  be 
pleased  to  answer  any  questions. 

The  Chairman.  Thank  you  very  much.  Important  work  and  im- 
portant recommendations. 

Let  me  welcome  Senator  Moseley-Braun.  Did  you  have  an  open- 
ing comment  you'd  like  to  make  at  this  point? 

OPENING  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  I  have  a  statement,  Mr.  Chairman. 
I'm,  of  course,  pleased  to  be  here  this  afternoon  and  delighted  that 
you  have  called  this  meeting  and  delighted  to  hear  from  Mr. 
Bowsher  on  the  GAO's  report  on  financial  derivatives  and  the  ac- 
tions needed  to  protect  the  financial  system. 

I  will  give  my  statement.  I  was  going  to  dispense  with  it  and  just 
kind  of  make  a  couple  of  offhand  remarks  about  this  area,  gen- 
erally, which,  according  to  a  conversation  with  my  son  last  night, 
I  tried  to  explain  to  him  what  derivatives  were.  We  concluded  by 
saying,  this  is  where  the  market  met  the  information  super- 
highway. 

[Laughter.] 

The  last  two  decades  have  seen  revolutionary  changes  in  the  fi- 
nancial services  system.  The  pace  of  change  sometimes  seems  al- 
most too  fast  to  follow. 

We  have  new  financial  products  and,  indeed,  whole  new  financial 
sectors  that  did  not  exist  very  many  years  ago.  Computerization, 
communications  technology,  changes  in  markets,  in  our  economy, 
and  in  the  world  economy,  generally,  are  just  some  of  the  factors 
driving  these  rapid  changes. 

Given  the  scope  and  extent  in  the  changes  in  our  financial  sys- 
tem, and  given  the  degree  of  interdependence,  the  Hnkages  between 
and  among  major  financial  dealers,  both  here  and  abroad,  it  makes 
sense  to  review  Federal  rules  and  policies  to  see  whether  they  still 
work  as  originally  intended  and  are  they  still  appropriate,  or 
whether  changes  are  needed. 

The  GAG  has  been  reviewing  an  area  of  our  financial  system 
that  has  seen  really  explosive  change — the  derivatives  area.  And  I 
want  to  commend  Comptroller  General  Bowsher  for  conducting  an 
extensive  GAO  review  in  this  area. 

I  have  not  yet  had  a  chance  to  read  the  entire  report.  I've  read 
excerpts  and  followed  your  statement  this  morning.  But  I  agree 
that  there  are  a  number  of  derivatives-related  issues  that  are 
worth  considering,  including  questions  involving  corporate  govern- 
ance of  both  end-users  of  derivatives  and  dealers,  degree  and  type 
of  disclosure  needed,  and  other  accounting  issues,  and  whether  reg- 
ulation is  needed  of  currently  unregulated  markets  and  some  de- 
rivatives products.  And  if  so,  what  kind  of  regulation — the  competi- 
tion between  regulated  and  unregulated  derivatives  products  and 
between  regulated,  less  regulated,  and  unregulated  dealers.  And 
most  important  of  all— the  question  of  systemic  risk.  These  issues 
and  a  whole  range  of  additional  issues  that  I  will  not  go  into  right 
now,  command  this  Committee's  close  attention. 


I  want  to  commend  you,  Mr.  Chairman,  for  calling  this  hearing 
and  for  beginning  the  Committee's  review  in  this  important  area. 
I  look  forward  to  hearing  from  the  GAO  this  afternoon. 

I  think  this  Committee  should  hear  from  all  concerned  parties  as 
we  review  derivatives-related  issues  and  as  we  consider  what  policy 
changes,  if  any,  may  be  needed.  That  may  take  a  bit  of  time,  but 
I  think  we  have  to  take  the  time.  However,  I  will  caution,  there 
really  is  no  need  to  panic.  We  are  not  in  the  middle  of  a  crisis.  We 
have  time  to  do  things  right  in  this  area  and  I  think  that  is  what 
we  should  do. 

I  recognize  that  there  have  been  a  number  of  instances  recently 
where  private  concerns  have  lost  a  great  deal  of  money  in  the  con- 
duct of  their  derivatives  activity,  and  you  mentioned  the  Grerman- 
based  corporation  that  lost  $2  billion.  But,  as  a  result,  the  cor- 
porate CEO's  and  boards  of  directors  around  the  world  are  really 
now,  I  think,  focusing  closely  on  their  own  exposures  and  working 
to  put  better  risk  management  systems  in  place. 

And  so,  if  anything,  those  losses  have  forced  us  to  create  solu- 
tions or  forced  the  private  sector  to  create  solutions  and  forced  peo- 
ple to  look  at  this  issue.  That  is  not  to  say  that  there  are  not 
changes  that  this  Committee  may  want  to  make  in  the  future,  or 
that  the  regulators  may  want  to  make  or  that  the  administration 
may  want  to  make. 

I  point  out  this  phenomenon  simply  to  note  that  our  financial 
system  is  very  dynamic,  very  flexible,  and  that  it  has  a  great  deal 
of  resiliency  and  that  it  does  resolve  to  correct  problems. 

The  derivatives  business  is  an  enormously  successful  one.  It  has 
grown  and  prospered  because  it  has  responded  to  its  customers  and 
because  it  has  met  their  needs  in  a  safe,  efficient,  low-cost  way.  De- 
rivatives have  helped  control  risk  and  reduce  costs.  They  have  ben- 
efited not  just  the  firms  that  deal  in  them  and  that  use  them,  but 
the  American  economy  and  the  American  people,  generally. 

As  the  world's  financial  leader,  our  country  is  also  the  world's  fi- 
nancial innovator.  I  would  never  claim  that  our  financial  system  is 
without  weaknesses.  We've  obviously  had  the  chance  to  talk  about 
it  and  will  continue  to  talk  about  those  weaknesses.  But  it  also  has 
tremendous  strengths  as  well.  Any  actions  that  we  take  as  a  com- 
mittee should  build  on  those  strengths  so  that  the  U.S.  financial 
system  is  able  to  meet  and  beat  its  international  competition. 

I'd  like  to  conclude  by  noting  General  Bowsher's  final  rec- 
ommendation in  which  he  says  that  Congress  should  begin  to  sys- 
tematically address  the  need  to  revamp  and  modernize  the  entire 
U.S.  regulatory  system. 

I  agree  with  that  recommendation  and  I  am  delighted,  Mr. 
Chairman,  to  have  had  your  support  for  legislation  that  I  intro- 
duced calling  for  a  comprehensive  review  of  our  financial  system 
from  the  viewpoint  of  the  economy  and  the  users  of  that  system. 

That  amendment  has,  as  you  know,  passed  out  of  this  Committee 
and  is  part  of  the  interstate  banking  legislation  now.  Hopefully,  if 
we  can  keep  it  in  on  the  House  side,  we  will  be  able  to  take  a  good 
look  at  this  specific  issue  having  to  do  with  financial  derivatives  in 
the  context  of  innovations  in  our  financial  services  sector,  gen- 
erally. 
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And  again,  I  want  to  thank  the  witnesses  and  thank  you,  Mr. 
Chairman,  for  allowing  me  this  opportunity. 

The  Chairman.  Let  me  start  out.  This  is  the  time  to  have  this 
discussion,  when  we're  not  in  the  middle  of  a  crisis.  I  remember 
other  occasions,  1987  and  other  times,  when  we  were  in  the  middle 
of  crises  and  everybody  had  two  phones  in  both  ears  and  going  full 
tilt  trying  to  figure  out  where  we  were  and  how  we  would  stabilize 
things  at  the  time.  And  some  people  have  lost  some  big  money,  as 
we're  finding  out,  and  I  expect  we'll  find  out  more  have  as  well. 

We  have  not  had  a  systemic  breakdown  of  the  system  occurring, 
and  so  I  don't  pose  the  question  in  the  framework  to  suggest  that. 
But,  at  the  same  time,  I  want  to  try  to  think  through  with  you 
what  kind  of  worst-case  problems  could  develop  here,  just  given  the 
sheer  size  of  this  market  now  and  complexity,  the  fact  that  the  $12 
trillion  in  notional  value  is  already  an  out-of-date  figure  and  we've 
seen  really  an  explosive  growth  here.  And  a  lot  of  this  is  hard  to 
monitor  because  it's  off-balance  sheet  activity,  in  some  cases,  and 
it's  just  not  easy  to  get  hold  of. 

What  I  would  like  you  to  help  me  understand  and  help  citizens 
and  other  members  of  the  general  public  to  understand  is  what 
kind  of  systemic  risk  might  there  be  here?  In  other  words,  what 
could  happen  under  perverse  circumstances?  If  there  were  some 
kind  of  a  series  of  events  and  maybe  a  market  break  and  somebody 
couldn't  clear  their  accounts  at  the  end  of  the  day,  or  I'll  let  you 
tell  us  and  maybe  your  people  who  are  with  you,  what  are  the  com- 
bination of  events  that  could  occur  that  would  create  a  problem 
over  which  you  obviously  have  some  apprehension,  as  do  I? 

Mr.  BowsHER.  Well,  I  think  it's  hard  to  describe  a  precise  dooms- 
day-type scenario.  But  in  the  past,  I've  seen  some  crises  here  that 
put  the  system  at  risk  and  we've  had  to  deal  with  those.  Lots  of 
times,  it's  in  the  area  of  liquidity  and  it's  where  everybody  is  rush- 
ing for  the  door,  wanting  to  sell,  wanting  to  get  out. 

That  is  really  what  happened  to  program  trading  at  the  time  in 
1987  and,  if  you  remember,  Mr.  Chairman,  the  derivatives  markets 
of  Chicago,  then,  were  impacted  by  what  was  happening  in  New 
York.  The  computer  systems  broke  down  at  that  time,  and  so  you 
had  literally  a  lot  of  the  market  players  not  knowing  what  the  facts 
were,  the  Government  regulators,  not  knowing  what  the  facts  were. 

And  when  you  now  have  the  derivatives  growing  so  much  and  so 
large,  where  you  have  a  few  firms  that  dominate  the  business,  like 
90  percent  by  the  banks,  and  87  percent,  and  when  you  think  a 
fourth  of  their  counterparties  are  overseas  with  another  few  large 
institutions.  And  then  when  you  look  at  this  figure  we  have  in  the 
report  that  there  were  about  40  percent  of  the  businesses  with  each 
other,  why,  you  get  a  sense  of  real  linkage  here. 

So,  if  any  of  it  starts,  any  major  component  of  it  starts  to  come 
apart,  why,  then,  it  can  certainly  unravel,  I  think,  and  that's  where 
you  want  to  be  able  to  start  to  handle  the  crisis,  and  that's  where 
information  is  very  valuable.  In  other  words,  in  these  crises,  know- 
ing where  things  stand  is  just  absolutely  essential  to  making  the 
right  decision,  which  generally  means  the  leaders  in  the  private 
sector  and  the  leaders  in  the  Government  trying  to  figure  out  what 
to  do  next. 
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So  it's  more  something  like  that.  And  it  doesn't  have  to  start 
with  derivatives.  In  other  words,  derivatives  might  start  it,  but  it 
could  start  with  even  other  types  of  investments  and  that.  But, 
today,  the  way  the  derivatives  are,  why,  it  certainly  would  in  all 
probability  play  a  role,  and  maybe  a  significant  role  in  any  type  of 
financial  crisis. 

The  Chairman.  The  fact  that  clearinghouse  mechanisms  are  bet- 
ter established  and  have  been  around  longer  in  other  market  areas, 
does  this  new  age  that  we're  in  and  the  speed  of  the  movement  of 
money  and  decisions  and  transactions,  do  we  have  a  clearinghouse 
mechanism  here  that's  really  adequate,  or  do  we  have  any  way  of 
knowing  whether  we  do  or  not? 

Mr.  BowsHER.  I  think  one  of  the  areas  that  we  probably  should 
be  looking  at  next  is  the  settlement  system  for  all  of  this.  It's  one 
that  many  of  the  people  that  we  dealt  with  in  doing  this  review 
said  that  they  were  worried  about  a  great  deal. 

We  haven't  spent  that  much  time  looking  at  the  clearinghouse  or 
the  settlement  systems,  and  I  think  that  is  one  of  the  areas  that 
does  need  to  be  looked  at  and  could  be  a  real  problem,  as  it  was 
in  1987,  if  you  remember,  in  clearing  some  of  the  things.  And  some 
of  the  other  countries  have  some  very  slow  clearing  processes. 

The  Chairman.  But  it  seems,  at  a  minimum,  having  as  complete 
a  body  of  information  as  we  can  becomes  very  important  from  a 
public  policy  and  system  safety  point  of  view. 

Mr.  BowsHER.  No  question. 

The  Chairman.  I  would  also  think,  just  given  the  issue  of  inter- 
nal controls,  we've  seen  some  major  American  corporations  get 
burned  badly  in  this  area,  even  ones  with  reputations  for  being 
well  managed. 

Mr.  BowsHER.  Right. 

The  Chairman.  So  it  sounds  to  me  as  if,  whether  we're  talking 
about  the  internal  well-being  of  a  corporation,  certainly  a  publicly- 
held  corporation  where  shareholder  interests  are  involved,  too,  but 
also,  for  the  broader  public  interest,  that  having  as  complete  a  body 
of  information  as  exists  as  to  what  the  status  of  outstanding  posi- 
tions are,  it  seems  to  me  that  we  can't  get  far  if  we  don't  have  quite 
complete  information  here. 

Mr.  BowsHER.  I  think  that's  right,  and  that's  especially  true  of, 
like  I  say,  the  Big  15  dealers  here.  And  one  of  the  things  that  wor- 
ries us  is  that  a  lot  of  the  information  now  is  not  very  complete. 
In  other  words,  it's  lots  of  times  just  total  notional  value  and  some 
basic  information.  But  it's  also  coming  in  on  a  quarterly  basis. 

The  people  who  are  running  these  companies  are  investing  mil- 
lions of  dollars,  tens  of  millions  of  dollars  in  new  systems  so  that 
they  can  be  on  top  of  what's  happening  and  so  the  risk  systems 
that  they're  investing  in,  some  of  them  are  even  trying  to  get  from 
where  they  have  daily  information  down  to  real-time  information, 
because  they  know  the  risks  that  they're  running  and  they  want 
to  be  able  to  manage  that  risk. 

It  seems  to  me  that  the  information  that  should  be  flowing  into 
the  oversight  regulators  here  in  the  Government  so  that  they  know 
where  things  stand  should  be  much  more  timely  than  what  they're 
getting  at  the  present  time.  Now  this  does  not  mean  that  we  want 
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to  get  the  Government  into  operating.  As  long  as  things  are  operat- 
ing, it  should  continue  to  be  the  individual  decision  making  of  that. 

But  we  ought  to  have  the  information  flowing  so  that  we  can 
know  what  is  happening  and  if  problems  are  starting  to  build  up 
or  if  we  do  have  a  crisis,  we  have  the  information  to  start  to  deal 
with  that  crisis. 

The  Chairman.  In  some  respects,  I  think  you  can  make  the  argu- 
ment that  because  the  concentration  of  most  of  the  volume  is  in  the 
hands  of  a  limited  number  of  players,  both  in  banks  and  securities 
companies,  that  the  burden  of  collecting  and  having  available  good 
information  is  not  a  burden  that  then  applies  to  every  company  in 
America. 

Mr.  BowsHER.  No. 

The  Chairman.  In  other  words,  you  still  have  a  small  enough 
universe  of  central  players,  that  if  you  lay  out  a  new  regime  so  we 
can  monitor  this  better,  you've  got  a  pretty  well-defined  universe 
as  to  who  you're  talking  about.  I  think  that,  in  fact,  should  make 
it  easier  to  do. 

But  let  me  raise  a  little  different  issue.  And  that  is,  back  in  1987, 
one  of  the  things  we  found  then  as  everybody  was  rushing  for  the 
door,  as  you  say,  the  market-making  process  broke  down.  We  found 
a  lot  of  people  at  that  time  who  tried  to  call  in — now  these  are 
shareholders — to  sell  stocks  and  couldn't  get  anybody  to  answer  the 
telephone  because  the  intermediaries  were  stepping  away  from  the 
market  because  of  the  extreme  volatility. 

Now  we've  taken  some  steps  there  since  then  with  respect  to  just 
market  mechanisms.  But  I'm  just  wondering,  in  terms  of  the  mar- 
ket-making, again,  if  you  had  some  unanticipated  series  of  events 
and  all  of  a  sudden,  people  were  in  a  situation  where  a  lot  of  people 
wanted  to  unwind  their  positions  in  a  hurry,  and  so  you  had  this 
rush,  this  transactional  rush. 

Do  we  have  any  way  of  knowing  today  that  we  have  a  sort  of 
market-making  mechanism  that  can  even  handle  the  order  flow, 
quite  apart  from  sort  of  clearing  at  the  end  of  the  day,  but  can  just 
handle  anything  that  would  come  close  to — I  won't  sav  panic,  but 
certainly  a  situation  where  all  of  a  sudden,  an  awful  lot  of  people 
decide  that  they  want  to  go  to  the  sidelines? 

Mr.  Bowsher.  Actually,  on  the  exchanges,  why,  they  have  great 
capability  today.  I  think  their  systems  would  appear  to  be  in  good 
shape.  Over  the  counter,  that  is  a  different  thing.  Of  course,  that's, 
to  a  certain  extent,  where  the  focus  of  our  report  was  on. 

The  Chairman.  Right. 

Mr.  Bowsher.  And  I  think  in  this  latest  problem  period  here, 
which  was  a  problem  for  some  organizations  like  a  couple  of  those 
hedge  funds  and  that,  they  did  run  into  a  problem  of  getting  mar- 
kets that  they  could  sell  some  of  their  things  into,  you  might  say. 

Just  recently  here,  maybe  in  the  last  day  or  two,  one  of  the  SEC 
commissioners  did  make  a  speech  on  the  subject  of  what  he  called 
illiquid  assets  held  by  mutual  funds,  and  expressed  a  particular 
concern  about  what  he  called  illiquid  derivative  securities.  And 
what  he's  really  being  concerned  about  there  is  just  how  liquid  are 
some  of  these  instruments? 

Also,  as  the  instruments  become  more  and  more  complex, 
unwinding  them  lots  of  times  becomes  quite  a  difficult  situation. 
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We  learned  that  as  we  unwound  the  Bank  of  New  England  and 
Drexel  and  that,  and  some  of  the  other  large  firms  that  have  had 
some  problems  develop  have  found  it,  too,  when  they  tried  to  un- 
wind the  situation. 

So  those  are  some  of  the  things  that  I  think  need  looking  at  and 
I  think  some  of  the  regulators  are  looking  at  it,  but  those  are  the 
important  issues. 

The  Chairman.  On  page  3  of  your  statement,  there  is  this  quota- 
tion. Quoting  you  now,  you  say,  and  I'm  cutting  into  the  middle  of 
this  paragraph,  but  the  operative  part  says: 

The  Federal  Government  would  be  likely  to  intervene  to  keep  the  financial  system 
functioning  in  cases  of  severe  financial  stress.  While  financial  regulators  have  often 
been  able  to  keep  financial  disruptions  from  becoming  crises,  in  some  cases,  inter- 
vention has  and  could  result  in  a  financial  bail-out  paid  for  or  guaranteed  by  tax- 
payers. 

I  take  that  comment  to  mean  that  we  have  seen  in  the  past, 
when  you  get  a  major  disruptive  event  in  the  financial  system,  that 
we  have  had,  in  effect,  taxpayers'  bail-outs  in  one  form  or  another 
to  sort  of  repair  the  system  and  to  deal  with  it. 

What  I'm  wondering  is  whether  or  not  our  current  regulatory 
system  in  this  area  is  adequate  or  is  everything  that  it  should  be, 
that  could,  in  effect,  get  a  firewall  in  place  here  to  try  to  protect 
taxpayers  against  some  kind  of  a  bail-out.  I  assume  that  what 
you're  saying  is  that  you  feel  here  that  there  are  a  number  of  addi- 
tional things  that  we  need  to  do  to  protect  against  that.  Is  that  a 
fair  conclusion? 

Mr.  BowsHER.  That  is  a  fair  conclusion.  In  other  words,  the 
major  job  that  you  and  other  committees  gave  us  here  was  to  go 
to  look  at  the  overall  derivatives  area  and  to  report  back  on  where 
there  are  gaps,  and  that's  what  we  have  done.  I  think  there  are 
gaps  here  in  the  regulatory  structure,  in  the  accounting  standards, 
and  things  like  that. 

I  think  these  are  risks  that  are  in  the  system  that  ought  to  be 
dealt  with.  Much  of  it  can  be  dealt  with  in  the  private  sector.  Some 
of  it  could  be  dealt  with  by  the  regulators. 

Then  on  page  11  of  the  report,  we  point  out  where  the  overall 
vacancies,  you  might  say,  are  on  the  oversight  by  the  Government 
regulators.  And  that  would  need  legislation,  in  all  probability. 

So  we  think  that  these  gaps  are  the  ones  that  should  be  dealt 
with  and  if  dealt  with,  I  think  you'd  have  less  risk  and  less  poten- 
tial to  have  these  kinds  of  problems. 

The  Chairman.  I'm  going  to,  if  I  may,  Senator  Moseley-Braun, 
just  engage  in  one  more  question  on  banks  and  deposit  insurance 
being  involved  here  and  then  I'd  like  to  yield  to  you  and  questions 
you  may  have. 

As  you  indicate  today,  and  as  we  know,  federally  insured  deposi- 
tory institutions  are  among  the  very  largest  participants  out  in 
these  derivatives  markets.  And  the  question  in  my  mind  is  whether 
the  fact  that  these  institutions  have  deposit  insurance,  whether 
that  provides  them  in  any  way  with  benefits  that  allow  them  to 
and  enable  them  to  engage  in  derivatives  activities.  For  example, 
might  it  be  that  banks  that  receive  higher  credit  ratings,  and  that's 
a  critical  component  of  participating  in  the  derivatives  market,  do 
we  find  that  to  be  more  the  case  than  they  would  have  otherwise 
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because,  in  fact,  they  do  have  deposit  insurance?  What  kind  of  a 
cross-connect  do  we  have  here,  if  any,  do  you  think? 

Mr.  BowsHER.  Well,  there's  possioly  some  cross-connect,  but  it's 
hard  to  quantify.  And  there's  quite  a  few  other  factors  that  gen- 
erally come  into  play  there.  So  that  I'm  not  sure  that  we  could  real- 
ly give  you  a  definitive  answer  there. 

The  one  thing  we  did  say,  on  page  15  of  our  report,  is  that  when 
the  regulators  have  an  overall  look  at  all  of  this,  one  of  the  issues 
we  think  that  should  be  addressed  and  then  debated  and  decided, 
include  the  appropriate  use  of  federally  insured  deposits  and  the 
extent  to  which  they  should  be  used  to  finance  large-scale  propri- 
etary trading  in  derivatives  or  other  financial  instruments. 

In  other  words,  some  institutions  have  gone  to  a  substantial 
amount  of  proprietary  trading.  We're  not  really  sure  how  much  be- 
cause the  reporting  is  not  that  accurate,  but  that,  I  think,  is  a  pub- 
lic policy  issue  that  should  be  looked  at  at  some  point  in  time  here 
because  I'm  not  sure  that  the  Federal  deposit  insurance  program 
was  ever  intended  to  do  that.  Certainly,  to  serve  corporate  cus- 
tomers and  things  like  that.  But  when  you're  into  where  you're 
trading  on  your  own  proprietary  interests  here  in  fairly  complex 
derivatives,  that,  I  think,  needs  to  be  looked  at. 

The  Chairman.  What  are  the  advantages  of  requiring  insured  de- 
pository institutions  to  separate  some  or  all  of  their  derivatives  ac- 
tivities from  their  insured  deposits  by  putting  their  derivatives  ac- 
tivities into  a  separately  capitalized  subsidiary?  Wouldn't  that  get 
to  some  of  this? 

Mr.  BowsHER.  That  would  get  to  some  of  this  and  that  would  be 
one  of  the  issues. 

Now  the  bankers  would  prefer  not  to  do  that  because  it  would 
mean  sometimes  that  they  would  have  to  disburse  capital  into  dif- 
ferent pots,  you  might  say,  or  places.  The  OCC  leadership  recently 
has  kind  of  come  out  on  that  issue  as  not  being  for  it  because  they 
would  like  to  keep  the  capital  and  everything  within  the  bank  and 
not  take  capital  out  to  support  this  type  of  an  independent  effort. 
So  there  are  those  different  issues  that  have  to  be  kind  of  thought 
through. 

The  Chairman.  Let  me  come  back  to  that. 

Senator  Moseley-Braun. 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 
I  have  a  couple  of  questions. 

The  first,  really,  is  as  much  an  observation  as  it  is  a  question. 
And  that  is,  again,  I  have  not  had  a  chance  to  read  your  entire  re- 
port, but  I've  read  the  executive  summary  and  your  testimony  be- 
fore the  Committee.  It  would  seem  to  me  that  information-sharing 
would  be  critical  here,  that  the  major  players  in  the  market,  the 
major  dealers  would  benefit  from  having  the  analyses,  the  observa- 
tions that  you  reflect  on  in  the  GAO  report.  I  guess  my  first  ques- 
tion is,  have  you  taken  steps  to  get  this  disseminated,  to  get  this 
report  disseminated? 

Mr.  Bowsher.  We  certainly  have.  Senator.  In  fact,  with  all  our 
reports,  we  always  try  to  guess  at  how  many  to  order  from  the 
printer.  We  started  at  3,000  on  this  one.  Then  we  kind  of  upped 
it  to  5,000.  And  then  we  saw  more  interest,  so  we  upped  it  to  7,500. 
And  finally,  we  ordered  10,000. 
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Something  like  8,000  of  those  went  out  the  door  yesterday  in  the 
first  day.  Getting  the  report  out  this  time  has  not  been  any  prob- 
lem at  all.  A  tremendous  interest.  People  were  flying  down  from 
New  York  and  overseas  banks  and  firms  were  making  arrange- 
ments to  get  copies  of  it.  So  we're  getting  it  out. 

Senator  Moseley-Braun.  CJood. 

Mr.  BowsHER.  But,  of  course,  we  only  did  that  as  of  yesterday. 
Yesterday  was  the  first  day  that  we  were  able  to  release  it. 

Senator  Moseley-Braun.  OK.  I  think  that's  going  to  be  really 
important  because  there  is,  again,  so  much  interest  and  curiosity 
about  these  exotic  financial  products,  that  as  much  light  as  can  be 
shed  in  this  area,  I  think  the  better  overall. 

As  I  understand  it,  the  Group  of  Thirty  made  a  report  back  in 
July  of  last  year. 

Mr.  BowsHER.  Right. 

Senator  Moseley-Braun.  Regarding  this  whole  area,  the  prac- 
tices and  principles  of  having  to  do  with  derivatives  specifically. 
And  they  touched  on  a  couple  of  issues  that  I  would  like  to  get  your 
reaction  to.  The  first  has  to  do  with  what  steps  are  being  taken, 
if  any,  to  foster  international  coordination  and  cooperation  regard- 
ing accounting  and  disclosure  requirements,  specifically,  and  cap- 
ital standards  as  well. 

Mr.  BowsHER.  Right.  On  the  accounting,  let  me  have  Don 
Chapin,  who  is  on  my  far  right  here,  answer  that  because  he  is  our 
chief  accountant  and  he  works  with  the  accounting  standards  bod- 
ies on  that. 

Mr.  Chapin.  Senator,  there  is  an  international  accounting  stand- 
ards committee  who  now  have  a  draft  out  on  some  of  the  account- 
ing issues. 

In  some  respect,  particularly  in  the  respect  of  use  of  market 
value  accounting,  they  seem  to  be  a  bit  ahead  of  our  own  national 
financial  accounting  standards  boards. 

So  the  issues  that  we  are  concerned  about  getting  resolved  here 
in  the  United  States  by  the  financial  accounting  standards  board 
are  also  issues  on  the  agenda  of  the  international  committees. 
There  is  a  good  deal  of  attention  being  paid  to  that  worldwide.  I'm 
pleased  with  that  because  it  is  so  important  that  there  be  common 
standards  because  these  activities  are  international. 

Senator  Moseley-Braun.  So  the  numbers  will  match.  What 
about  with  regard  to  capital  standards? 

Mr.  BowsHER.  Capital?  Jim  Bothwell  here  has  worked  with  some 
of  the  international  groups  in  this  area.  And  so  I'd  like  Jim  to  ex- 
plain that. 

Mr.  Bothwell.  Senator,  progress  has  been  most  evident  on  set- 
ting international  capital  standards  for  banks.  Unfortunately,  the 
progress  hasn't  been  so  great  in  terms  of  setting  capital  standards 
for  securities  firms.  But  they  are  working.  It  is  on  the  agenda  of 
the  Bank  of  International  Settlements.  It  sort  of  takes  the  lead  in 
this  area.  And  also,  the  group  for  the  international  securities  regu- 
lators as  well  as  working  on  this  issue.  But  the  banks  have  made 
a  great  deal  of  progress  in  setting  international  risk -based  capital 
standards. 
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Senator  Moseley-Braun.  That  was  going  to  be  the  next  ques- 
tion. The  study  also  addressed  the  issue  of  risk  management  prac- 
tices for  the  industry,  and  you've  touched  on  that. 

Again,  I  apologize.  I  just  read  the  report,  too. 

Mr.  BowsHER.  No,  that's  fine. 

Senator  Moseley-Braun.  But  you  talked  about  the  risk  manage- 
ment standards  in  your  report.  Could  you  discuss  that  for  a  mo- 
ment? 

Mr.  Bowsher.  Sure.  The  risk  management  systems  are  very  im- 
portant as  the  Group  of  Thirty's  report  stated.  And  what  I  think 
is  happening  is,  from  what  we  can  tell,  is  most  of  the  big  dealers 
have  moved  out  and  really  made  investments  and  trying  to  get 
their  risk  management  systems  in  good  shape. 

One  of  the  things  that  I  think  is  disappointing  is  that  some  of 
the  trade  associations,  in  reacting  to  our  report,  have  tried  to  give 
the  impression  that  we're  asking  for  a  lot  of  costly  regulation  to  be 
added  to  the  system.  We're  not  at  all. 

In  other  words,  what  we're  really  saying  is  that,  since  the  Group 
of  Thirty  report  came  out,  which  I  think  was  an  excellent  report 
last  year,  they  basically  said,  this  is  the  best  practices  that  every- 
body should  De  following  here.  And  a  lot  of  organizations  have 
moved  out  and  they've  tried  to  make  progress  and  they've  made  in- 
vestments and  that  means  investments  in  systems.  That  means  in- 
vestments in  internal  auditors  and  their  controls  and  working  it 
right  up  to  the  board  of  directors  and  the  audit  committees  and 
that. 

Now  what  we're  really  saying  is  that  our  report,  building  on  the 
Group  of  Thirty  report,  really  says  is  we've  got  to  get  proper  over- 
sight for  the  stockholders,  the  public,  the  regulators  to  know  what 
is  really  happening. 

And  so  our  recommendations  really  is  that  we  would  like  to  see 
the  bank  regulators,  which  they  have  the  authority  to  do,  is  to  re- 
view the  risk  management  systems  of  these  big  seven  bank  deal- 
ers— we'd  like  to  see  some  other,  and  maybe  the  SEC,  maybe  the 
Fed — look  at  the  security  affiliates,  but  they  don't  have  the  author- 
ity to  do  that.  That's  one  of  the  regulatory  gaps.  Then  the  same 
with  the  insurance,  the  big  three  insurance. 

It's  really  those  oversight  gaps  that  we  think  should  be  filled, 
and  that's  what  we  think  should  be  built  on  top  of  the  Group  of 
Thirty  report,  which  really,  I  think,  was  an  excellent  report  and 
started  us  down  the  right  way  of  putting  the  emphasis  on  these 
risk  management  systems. 

Senator  Moseley-Braun.  You  mentioned,  in  some  of  your  com- 
ments, you  use  the  term,  unwind  these  transactions. 

Mr.  Bowsher.  Yes. 

Senator  Moseley-Braun.  On  more  than  one  occasion.  And  I 
guess,  if  anything,  in  talking  about  risk  management  systems  and 
the  like.  The  concern,  I  think,  from  this  Committee  has  got  to  be, 
in  the  first  instance,  systemic  risk.  To  what  extent,  in  light  of  the 
fact  that  the  notational  value  is  so  much  different  than  the  value 
of  the  underlying,  the  derivatives,  in  terms  of  unwinding  that, 
unwinding  the  transactions  and  the  whole  concept  of  systemic  risk, 
do  you  see  it  as  a  great  risk,  a  moderate  risk,  a  risk  that's  only 
limited  to  very  wealthy  people  who  play  with  these  kinds  of  things? 
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Mr.  BowsHER.  That's  a  veiy  good  question  because  the  risk  is  not 
$12  trilHon,  the  notional  value.  That's  just  the  total  volume,  you 
might  say,  of  this  whole  thing. 

Senator  Moseley-Braun.  Right. 

Mr.  BowSHER.  But  if  you  do  a  risk  analysis  and  come  out,  which 
the  firms  do,  and  come  out  with  what  they  think  is  their  risk  in 
that,  even  then,  as  we  show  in  a  chart  on  page  55,  the  credit  expo- 
sures of  derivatives  and  loans  of  the  seven  U.S.  banks  compared  to 
a  percentage  of  their  equity  shows  that  you've  got  a  high  percent 
there  of  risk  in  the  many  billions  of  dollars  and  many  billions  of 
dollars  is  still  a  big  risk  in  a  systemic  way.  In  other  words,  it's 
nothing  like  trillions,  but  billions  is  still  a  big  risk. 

And  so,  it's  that  kind  of  exposure  that  we  hope  that  the  risk 
management  systems  of  the  individual  firms  can  contain.  And  if 
not,  if  it  ever  turns  into  some  kind  of  a  crisis,  whether  it  be  deriva- 
tives-initiated or  derivatives-not  initiated,  why,  then,  we  would 
hope  that  some  of  these  could  be  unwound  in  a  way  that  keeps  the 
crisis  somewhat  contained.  That's  really  what  the  biggest  risk  is, 
just  as  you  say. 

Now,  the  second  part  of  your  question  is,  is  it  just  kind  of  the 
rich  people  and  the  big  corporations  that  have  to  worry  about  this? 

Well,  initially,  that  was  probably  true.  But  today,  the  pension 
funds  and  the  mutual  funds  and  some  of  the  employee  funds,  as 
one  of  the  corporations  just  reported  the  other  day,  they  are  into 
derivatives  and,  like  this  one  employee  fund,  lost  a  fairly  sizable 
portion  of  their  fund  very  quickly  because  they  were  on  the  wrong 
side  of  the  trade. 

There  are  many  more  people  in  America  today  that  probably 
have  to  be  and  should  be  concerned  and  learning  about  derivatives 
than,  say,  2  or  3  or  4  years  ago  because,  truly,  the  derivatives  are 
now  being  used  by  so  many  people  that  are  holding  funds  for  fairly 
average  people. 

And  like  in  our  survey  here,  we  showed  how  extensive  it  is  with 
the  pension  funds.  It's  not  near  as  extensive  with  the  State  and 
local  governments,  but  it's  coming  into  the  State  and  local  govern- 
ments, too. 

So  this  whole  body  of  financial  instruments  is  growing  very  rap- 
idly. It's  getting  more  complex.  And  therefore,  it  is  not,  as  some 
people  argue,  just  the  same  type  of  credit  risks  of  all  other  finan- 
cial instruments.  It  is  new.  It  is  complicated.  And  it  really  can  af- 
fect a  lot  of  people. 

The  Chairman.  Senator,  would  you  yield  at  that  point  just  for 
one  question? 

Senator  Moseley-Braun.  Yes. 

The  Chairman.  As  a  follow-up  on  the  first  part  of  that  answer. 
When  you  look  at  that  chart  on  page  55,  and  you  look  at  the  seven 
banks,  and  this  is  expressed  as  credit  exposure  of  derivatives  and 
loans  comparing  the  percentage  of  equity  in  1992,  Citicorp  obvi- 
ously stands  out  in  the  graph.  They're  up  to  1200  percent  of  the 
equity  in  terms  of  the  exposure  in  that  area,  as  a  percentage  of  eq- 
uity capital. 

And  I  was  just  trying  to  think  about  that,  not  to  pick  them  out. 
The  chart  picks  them  out.  But  when  you  get  up  to  that  very  high 
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level,  actually,  when  you  take  a  look  at  J.P.  Morgan  right  next  to 
them  there,  at  about  350  percent,  not  that  that's  insignificant. 

Is  another  way  of  saying  that,  if  they  took  a  hit  where  only  a 
small  fraction  of  that  1200  percent  were  to  move  in  an  adverse 
way,  if  they  weren't  perfectly  balanced  on  risk  and  they  actually 
took  a  loss,  they  would  only  nave  to  lose  a  small  percentage  of  the 
amount  that  they  have  outstanding  in  order  to  completely  wipe  out 
their  equity.  Isn't  that  correct? 

Mr.  BowsHER.  That  is  correct. 

The  CHAffiMAN.  So,  when  you  think  about  the  concept  of  trading 
on  the  equity,  sort  of  multiplying,  levering  up  your  search  for  profit 
by  risk-taking  off  an  equity  base,  it  wouldn't  take  much  of  a  set- 
back when  you  lever  it  up  that  much,  that  many  times  over  on  eq- 
uity to  find  yourself  in  a  situation  where  all  of  a  sudden,  you  didn't 
have  any  equity. 

Mr.  BowsHER.  And  if  I  could  just  point  out  a  couple  more  things, 
Mr.  Chairman,  and  Senator. 

If  you  see  Bankers  Trust  there,  you'll  see  that  they  have  a  higher 
white  column  than  they  do  a  dark  column.  That  indicates  that 
they're  more  into  derivatives  as  a  percentage  of  their  operation.  If 
you  look  at  the  chart  on  the  left  side  on  page  54,  you'll  see  that 
Bankers  Trust  has  the  taller  smokestack.  And  so  what  you've  got 
here  is  you've  got  some  of  our  big  financial  institutions  that  are 
moving  more  and  more  into  what  they  refer  to  as  risk  management 
rather  than  balance  sheet. 

The  chairman  of  J.P.  Morgan  has  made  a  speech  on  how  he 
thinks  banking  is  moving  this  way.  The  Bankers  Trust  chairman 
has  made  similar  speeches.  And  so,  what's  important  is  that  we  not 
only  have  good  risk  management  systems  in  those  institutions,  but 
we  have  enough  of  a  regulatory  oversight  that  we  can  monitor 
what  is  really  becoming  a  new  type  or  new  emphasis  of  business 
in  the  banking  area,  and  with  these  very  big  security  dealers,  too. 

And  again,  what  I'd  like  to  emphasize  is  the  bank  regulators  do 
have  the  right  to  look  and  see.  The  oversight  of  the  securities  affih- 
ates  and  the  insurance  companies  are  not  visible. 

Mr.  BoTHWELL.  If  I  may  just  add.  From  the  chart  on  page  55 

The  Chairman.  Yes,  54  is  actually  a  better  chart. 

Mr.  BoTHWELL.  Yes,  page  54  shows  credit  exposure  from  deriva- 
tives as  a  percent  of  equity. 

The  Chairman.  Exactly. 

Mr.  BoTHWELL.  But  we  also  have  to  realize  that  credit  exposure 
isn't  the  only  risk  here.  It's  perhaps  not  even  the  largest  risk. 
There's  also  market  risk  here.  A  lot  of  these  large  losses  that  we're 
seeing  being  revealed  by  end-users,  they're  not  due  to  any  kind  of 
credit  risk.  They're  due  to  market  risk. 

The  Chairman.  That's  an  interesting  point. 

Mr.  BOTHWELL.  Yes. 

The  Chairman.  I  don't  even  know  how  you'd  draft  a  chart  that 
would  show  market  risk. 

Mr.  Bothwell.  We  tried  to  quantify  it  and  you  really  can't  quan- 
tify it.  It  depends  on  the  types  of  products  and  the  types  of  posi- 
tions that  you  have  in  your  whole  portfolio. 

The  Chairman.  Right. 

Mr.  Bothwell.  And  that  could  vary  dramatically  in  one  day. 
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The  Chairman.  Wouldn't  you  almost  have  to — if  you  could  quan- 
tify it,  wouldn't  you  have  to  pile  it  on  top  of  this  risk? 

If  you  were  sort  of  saying,  what's  the  total  risk,  wouldn't  it  be 
the  sum  of  the  two,  at  least  those  two,  and  maybe  others,  in  terms 
of  your  exposure  for  loss? 

Mr.  BoTHWELL.  Yes. 

Mr.  BowsHER.  Surely.  In  fact,  there's  two  other  major  risks  that 
they  generally  talk  about  in  this  area.  One  is  legal  risk.  That's  if 
somebody  later  says,  well,  we  really  don't  owe  you  because  we 
shouldn't  have  gone  into  that  transaction  in  the  first  place.  And 
some  people  even  refer  sometimes  to  sovereign  risk  if  a  parliament 
or  somebody  changes  the  law. 

Then,  of  course,  you  have  operational  risk,  and  this  is  sometimes 
where  somebody  in  your  own  organization — like  there's  one  situa- 
tion of  starting  to  put  the  tickets  in  the  drawer  when  they  got  on 
the  wrong  side  and  the  control  systems  didn't  alert  the  company 
quick  enough.  And  so,  they  suffered  a  fairly  large  loss.  You  have 
about  four  major  components  of  risk  here  that  you're  trying  to 
manage.  As  Jim  points  out,  this  is  just  the  one  risk. 

The  Chairman.  If  you'll  permit  just  one  additional  question. 

Senator  Moseley-Braun.  You're  the  Chairman. 

The  Chairman.  Let's  just  take  Bankers  Trust.  You've  got  this 
one-dimensional  risk  issue  here.  But  if  you  could  add  on  one  or  all 
three  of  the  other  kinds  of  risks  that  you're  talking  about,  as  a  per- 
centage of  equity,  it's  a  heck  of  a  risk.  It  wouldn't  take  much  of  a 
set  of  adverse  events  to  wipe  out  your  equity  position. 

I  guess  what  I  have  in  my  mind  is  why  should  the  taxpayers  be 
in  a  situation  where  there  is  any  direct  risk  to  the  deposit  insur- 
ance fund  to  prop  up  or  to  underwrite  or  to  undergird  that  kind 
of  a  risk  profile? 

Why  wouldn't  we  want  to  separate  that  out,  especially  because 
we  don't  know  as  much  about  it.  It's  exotic.  It's  new.  We're  learning 
about  it.  And  it  has  a  different  risk  profile.  We  don't  have  the  same 
kind  of  time-tested  mechanisms  in  terms  of  clearing  systems  and 
so  forth. 

Why  not  move  that  over  into  a  separate  affiliate  and  have  it  sep- 
arately capitalized  and  then,  to  the  extent  that  a  firm,  a  bank,  or 
whatever,  wants  to  take  and  run  a  composite  of  risk  off  an  equity 
base  by  that  kind  of  multiple,  that  you've  got  it  separated  from  and 
insulated  from  the  deposit  insurance  system? 

Mr.  Bowsher.  Well,  some  of  the  banks  would  like  to  do  that. 
But,  as  I  said  earlier,  the  OCC  recently  turned  them  down  on  that. 

The  Chairman.  Is  that  because  they  think  it  would  burn 
through?  In  other  words,  that  that  would  be  an  artificial  delinea- 
tion? 

Mr.  Bowsher.  Some  think  that.  If  you  remember,  the  Continen- 
tal Illinois  situation  where  they  had  an  affiliate  and  there  was 
some  feeling  there  that  it's  hard  to  separate  all  of  this.  But  the 
other  big  issue  is  capital.  In  other  words,  the  OCC  wanted  to  keep 
all  the  capital. 

The  Chairman.  Yes,  I  understand.  Thank  you. 

Mr.  Bowsher.  But  these  are  some  of  the  issues.  Now,  the  one 
thing,  too,  you  want  to  keep  in  mind  is  there  is  some  of  this  deriva- 
tives thing  where  they  are  serving  their  customers  and  doing  in- 
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struments  here  and  hedges  and  that,  the  corporate  thing,  and  then 
there's  others  where  they're  doing  their  proprietary  trading. 

And  what  we  should  have  is  a  pretty  good  sense  of  what  those 
two  categories  are.  It  would  be  good  to  break  it  down  even  a  little 
more  than  that,  if  you  could,  and  that's  what  we  don't  have  right 
now. 

The  Chairman.  Thank  you  very  much.  Senator  Moseley-Braun, 
for  yielding. 

Senator  Moseley-Braun.  You're  the  Chairman. 

The  Chairman.  You  opened  up  an  interesting  topic. 

Senator  Moseley-Braun.  Listen,  this  is  an  interesting  topic, 
generally,  and  I  thank  you,  Mr.  Chairman,  again,  for  calling  this 
hearing  and  for  requesting  the  report  from  GAO.  I  think  this  is  a 
real  step  forward. 

I  have  two  concerns  and  then  I  have  to  leave  for  another  meet- 
ing. In  one  of  your  earlier  comments,  you  talked  about  State  and 
local  governments.  I  hope  you  didn't  mean  to  suggest  that  State 
and  local  governments  were  speculating  with  any  of  these  deriva- 
tives activities.  I  hope  we  don't  have  that  situation. 

Mr.  Bowsher.  Go  ahead,  Mike. 

Mr.  Burnett.  In  the  survey  we  did  of  State  and  local  govern- 
ments, there  were  not  many  that  were  using  derivatives.  We  didn't 
ask  them  the  speculation  question  directly,  but  we  did  ask,  were 
they  using  them  to  enhance  their  income.  And  the  answers  we  got 
in  about  half  the  cases  was,  yes,  they  were.  So  that's  a  question 
that  you  need  to  ask  them  directly. 

Senator  Moseley-Braun.  Yes.  Well,  maybe  we  might  have  to  do 
that.  If  I  may  make  a  statement  just  flat  out,  I  think  that  that  is 
something  to  be  really  concerned  about. 

Mr.  BOTHWELL.  And  I  think  that  that  was  true  for  the  pension 
funds  as  well. 

Senator  Moseley-Braun.  Pardon? 

Mr.  Bothwell.  The  pension  funds  as  well. 

Senator  Moseley-Braun.  I  think  if  we  have  an  exposure  issue, 
State  and  local  governments  are  the  last  institutions  that  should 
be  speculating  in  this  area  with  taxpayer  money.  That  doesn't 
make  a  lot  of  sense  to  me. 

But  my  real  concern,  and  Mr.  Chairman,  this  gets  to  the  whole 
question  of  what  do  we  do  about  these?  We've  got  a  situation  with 
such  a  fast-paced,  fast-moving  market,  and  we've  got  kind  of  a 
patchwork  quilt  or  hodgepodge  of  regulatory  entities  that  might 
have  something  to  say  about  this. 

I'd  hate  to  see  this  with  the  Keystone  Cops  or  Rube  Goldberg, 
whichever  you  want  to  fashion  it  as,  falling  over  each  other  in  re- 
gards to  this  area  and  put  a  damper  on  development  here  that 
might  otherwise  occur,  that  might  properly  occur  were  it  not  for  ev- 
erybody trying  to  get  in  on  the  regulatory — get  first  in  line  as  the 
chief  regulatory  body. 

I  started  counting  and  the  Federal  Reserve  has  jurisdiction  here, 
the  SEC  has  jurisdiction,  the  OCC  has  jurisdiction,  the  FDIC  has 
jurisdiction,  the  CFTC  has  jurisdiction,  the  OTS  may  have  some  ju- 
risdiction, although  the  report  said  that  thrifts  aren't  really  en- 
gaged yet,  but  they  might  be. 
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The  Chairman.  It  sounds  like  we  need  a  Federal  Banking  Com- 
mission. 

[Laughter.] 

Senator  Moseley-Braun.  Not  to  mention  the  FASB  and  the 
international,  the  Basle  Committee  and  the  other  international  en- 
tities. So  we've  got  a  lot  of  people  with  their  fingers  in  the  stew 
on  this  one.  It  just  seems  to  me  that  this  report  is  a  really  good 
place  to  start  some  conversation  about  how  we  have  a  coherent  ap- 
proach in  this  area. 

Mr.  BoTHWELL.  In  addition  to  that,  we  have  no  Federal  oversight 
of  the  insurance. 

Senator  Moseley-Braun.  Right.  You've  got  the  States. 

Mr.  Chairman,  thank  you  very  much  and,  again,  I  have  to  leave. 

The  Chairman.  It  was  interesting,  when  you  mentioned  the 
States,  and  we  hope  that  regulatory  regime  holds  up.  Although  it 
was  interesting,  in  the  savings  and  loan  situation,  that  over  70  per- 
cent of  our  total  losses  against  the  FDIC  were  in  State-chartered 
thrifts.  So  that  the  State  supervision  system  really  sort  of 
torpedoed  the  whole  thing.  That's  not  the  whole  story,  but  that's 
by  far  the  lion's  share  of  it. 

Let  me  ask  you  this.  Your  GAO  report  indicates  that  accounting 
standards,  which  we've  touched  on  here,  for  derivatives  are  incom- 
plete, inconsistent,  and  have  not  kept  up  with  the  pace  of  business 
practice.  We  obviously  don't  set  accounting  standards.  I'm  wonder- 
ing, should  the  Congress  direct  the  FASB  to  develop  appropriate 
accounting  standards  for  derivatives? 

Mr.  BowsHER.  We're  hoping  that  the  FASB  can  do  it  and  if  Con- 
gress would  give  some  urging,  I  think  that  that  would  be  maybe 
helpful. 

The  Chairman.  I  want  to  come  back  also  to  the  issue  of  securi- 
ties firms  and  insurance  companies  as  apart  from  banks. 

I'm  just  wondering  what  kind  of  regulation  and  capital  standards 
and  consumer  protections  are  advisable  here  at  the  Federal  level 
that  would  let  us  address  these  risks.  Any  thoughts  on  that? 

Mr.  BoTHWELL.  Well,  right  now  you  have  a  situation  where  the 
affiliates  of  the  securities  firms  and  the  insurance  companies  have 
no  set  capital  standards  at  all.  The  market  requires  them  to  hold 
levels  of  capital,  but  there  are  no  statutory  levels  or  regulatory  lev- 
els of  capital  that  they  need  to  hold.  So  they're  in  a  situation  where 
the  capital  standards  just  don't  even  exist  over  those  affiliates. 

Now  what  we're  recommending  is  that  some  regulatory  body  get 
purview  over  those  affiliates  and  that  they  set  some  consistent  set 
of  capital  standards  to  ensure  that  all  the  risks  that  we  have 
talked  about  that  are  associated  with  derivatives  are  included  in 
some  kind  of  sufficient  capital  cushion.  But  right  now  there  is  no 
mechanism  to  have  capital  standards  set  over  those  affiliates. 

The  Chairman.  I'm  also  concerned  about,  there's  an  issue  of 
whether  we  have  adequate  regulation.  But  then,  just  the  issue  of 
consistency  of  regulation  versus  across  the  spectrum  of  types  of 
firms. 

Mr.  BowsHER.  And  I  think  that's  an  important  point,  Mr.  Chair- 
man, because  what  you've  got  here  is  you've  got  an  industry  that 
is  moving  more  and  more  to  being  a  financial  services  industry 
where  the  separation  between  these  types  is  really  being  blurrea. 
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And  therefore,  if  you  don't  have  consistency,  why,  then,  you're  al- 
lowing yourself  to  have  potential  risk  because  of  some  of  those 
gaps.  You're  probably  also  giving  some  people  certain  advantages 
that  maybe  is  not  fair  in  that. 

The  Chairman.  You  run  into  one  obvious  problem  where  the 
bank  capital  standards  on  that  side  coming  out  of  the  bank  regu- 
latory system  are  different  than  they  are  coming  out  of  the  SEC. 
Yet,  you've  got  these  players  operating  side  by  side  in  this  area, 
creatmg  this  world  of  derivatives  transactions. 

We're  all,  it  seems  to  me,  way  behind  the  curve  and  sort  of  catch- 
ing up  with  this,  understanding  it,  sorting  it  out,  and  understand- 
ing what's  really,  in  the  end,  what's  in  the  public  interest  and 
what's  in  investor  interest. 

I'm  troubled  about  the  fact  that  Senator  Moseley-Braun  says, 
we're  not  just  talking  about  a  few  high-rollers  that  are  sort  of  put- 
ting their  own  private  capital  at  risk  and  maybe  they  win  and 
maybe  they  lose. 

We're  talking  about  this  spread  of  this  product  type  out  in  areas 
where  workers  with  a  pension  fund  have  just  lost  a  lot  of  money, 
in  one  case.  I'm  sure  it's  not  the  only  case,  but  it's  one  that's  come 
to  light  now  in  this  area.  I'm  sure  that  they  didn't  have  any  idea 
that  that's  how  their  pension  reserves  were  being  deployed. 

But  it  seems  to  me  that,  at  a  minimum,  disclosure,  I've  always 
found  in  the  experience  that  I've  had  here,  over  18  years  on  this 
Committee,  that  the  more  the  light  comes  in  and  you've  got  the 
facts  and  you've  got  an  informed  marketplace  and  you've  got  infor- 
mation and  you've  got  accounting  standards  and  you've  got  internal 
controls  and  other  kinds  of  things  working,  so  that  at  least  you  can 
have  an  informed  consumer  out  there  up  and  down  the  scale  from 
the  major  institutional  players  to  the  individual  investor,  that  the 
chances  are  you're  going  to  have  fewer  problems.  You  don't  avoid 
all  your  problems,  but  at  least  if  we're  going  to  have  an  open  sys- 
tem where  we  say  the  buyer  has  to  beware,  at  least  the  buyer  is 
armed  with  some  facts  and  with  some  information  and  so  they're 
in  a  position  to  look  after  their  own  interest. 

I'm  concerned  here  that  what's  happening  is  you  have  this  prod- 
uct type  spreading  out  in  a  way  where  people's  money  in  certain 
instances  is  being  put  at  risk  and  they  have  no  way  of  knowing  it. 
They're  completely  at  sea  on  this  and  there  isn't  a  sufficient  regu- 
latory regime  in  place,  no  uniform  standards  and  no  guarantee  that 
we  have  an  adequate  clearinghouse  system. 

As  I  sit  here  today,  as  the  Chairman  of  this  Committee,  I  can't 
assure  myself  that  we  couldn't  have  a  cardiac  arrest  problem  out 
in  this  area  by  some  set  of  events  transpiring  and  then  we'd  wake 
up  the  next  day  and  everybody  would  say,  well,  why  didn't  we  an- 
ticipate that?  Why  didn't  we  think  ahead  and  make  sure  that  we 
had  mechanisms  in  place  that  would  forestall  this  kind  of  a  situa- 
tion? 

I  think  we're  up  to  a  size  in  terms  of  the  acceleration  of  activity 
in  this  area  and  the  number  of  people  that  are  involved  in  it  and 
the  fact  that  it  now  is  international. 

The  threat  to  the  system  could  come  from  an  international  direc- 
tion. It  wouldn't  have  to  originate  here.  But  we  have  no  way  to 
even  sort  that  out  right  now. 
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As  nearly  as  I  understand  it,  we're  not  in  a  situation  right  now 
where  we  can  take  somebody  that's  got  a  major,  an  institution 
that's  got  a  maior  derivatives  portfoHo  or  set  of  obhgations,  the 
part  that  would  be  foreign  and  the  part  that  would  be  domestic.  We 
have  no  way  of  finding  that  out,  do  we,  right  now?  Do  we  have  any 
certain  way  to  know? 

Mr.  BOWSHER.  It's  very  difficult.  I  think  most  of  the  reporting — 
I  think  someone  could  give  you  the  information.  I'm  not  sure  every- 
body would.  And  certainly,  they're  not  accumulating  it. 

The  Chairman.  Right.  Well,  I've  got  some  other  questions  here. 

Senator  Bennett,  did  you  have  any  opening  comments  or  ques- 
tions you'd  like  to  raise  at  this  time? 

OPENING  COMMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  BENNETT.  Thank  you,  Mr.  Chairman.  Let  me  listen  for 
a  while  and  if  something  really  earth-shaking  strikes  me,  I'll  raise 
my  hand. 

The  Chairman.  All  right.  Let's  just  talk  about  the  inter- 
national  

Mr.  BowsHER.  If  I  could,  Mr.  Chairman,  go  back  to,  then,  your 
former  question. 

The  Chairman.  Yes. 

Mr.  BowsHER.  One  of  the  things  I  think  was  that,  until  the 
Group  of  Thirty  report  came  out  last  year,  there  weren't  a  lot  of 
people,  except  the  ones  that  were  really  working  in  this  area,  who 
really  had  a  very  good  understanding  of  the  derivatives.  I  think 
their  report  was  an  excellent  report  and  did  start  to  educate. 

Now  I  think  our  report  builds  on  that  because  what  our  report 
does  is  go  beyond  where  they  went  to  look  at  the  regulatory  over- 
sight, the  corporate  governance  area.  In  other  words,  the  role  of  the 
board  of  directors,  the  role  of  the  audit  committees. 

And  I  think  people  now  are  beginning  to  get  themselves  some- 
what educated.  But  it  is  amazing  here  in  the  last  few  weeks,  as 
these  $100  million  problems  have  been  reported,  even  a  fellow  like 
Jack  Welch  professed  to  be  surprised  at  his  problems  at  Kidder, 
and  of  course,  he's  doing  the  right  thing  right  away.  He's  getting 
a  review  of  the  controls  and  finding  out  what  went  wrong. 

But  I  think  there's  been  a  fair  amount  of  volume  of  derivatives 
where  many  of  the  senior  people  weren't  quite  as  knowledgeable  as 
maybe  some  of  their  35-year-old  vice  presidents  and  traders  and 
that  were.  And  we  saw  that  a  little  bit,  if  you  remember,  in  the 
1987  market  situation. 

The  Chairman.  The  fact  that  you  have  the  development  of  this 
market  on  an  international  basis  and  the  ease  of  moving  some 
types  of  transactions  overseas.  It  seems  to  me  that  we're  going  to 
have  to  have  some  pretty  good  international  agreements  and  un- 
derstandings, and  that  they  would  serve  everybody  well. 

I'm  just  wondering,  in  that  area,  in  a  sense,  we've  got  this  di- 
vided jurisdiction  issue  again — the  Fed,  the  Treasury,  the  SEC — 
they  all  participate  in  overseas  negotiations  with  different  foreign 
parties,  but  I  don't  get  the  sense  that  any  of  it  is  really  tied  to- 
gether. Shouldn't  we  perhaps  have  some  kind  of  a  coordinated  ef- 
fort by  our  own  Government  or  public  policy  entities  to  try  to  inter- 
face with  this  international  marketplace  on  this? 
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Mr.  BowsHER.  I  think  the  Secretary  of  the  Treasury  has  just  re- 
activated his  working  group,  which  is  what  they  had  over  there 
after  the  1987  problem,  to  try  to  get  a  more  coordinated  look  at  this 
whole  area.  And  then  I  would  think  that,  at  some  point  in  time, 
that  would  allow  them  to  maybe  meet  on  a  more  coordinated  basis 
with  some  of  their  international  counterparts. 

See,  one  of  the  things  is  that,  at  international  meetings,  a  lot  of 
the  times,  the  central  bankers  know  each  other  and  the  other  coun- 
tries lots  of  times  have  what's  known  as  universal  banking,  like 
Germany  and  that,  Switzerland.  They  have  the  securities  literally 
right  into  the  bank.  And  so,  they  don't  have  as  many  regulators 
and  they  don't  have  as  complicated  a  process. 

There  are  certain  disadvantages  to  their  system,  but  it  is  a  more 
simplified  system  in  that. 

We  come  with  much  more  of  a  variety  of  regulators  and  a  more 
diverse  structure  from  our  country.  So,  for  us  to  get  ourselves  to- 
gether here  is  awfully  important  when  we  go  into  those  inter- 
national negotiations. 

The  Chairman.  Let  me  ask  you  this.  I  don't  know  if  Senator  Ben- 
nett has  thought  about  this.  He  may  have  because  I  know  he  pays 
attention  to  financial  issues  more  so  than  many  people  do. 

With  respect  to  the  volatility  we've  seen  in  the  market  recently, 
it  looked  to  me  as  if,  when  the  Fed  began  to  raise  interest  rates 
and  to  help  kick  off  a  period  of  market  volatility,  and  some  of  it 
spilled  into  this  derivatives  area  and  a  lot  of  people  have  lost  some 
big  money  as  we  now  see.  It  looked  to  me  as  if  there  was  a  cross- 
connect  into  the  long  bond  market  and  that  a  fair  number  of  peo- 
ple, for  whatever  the  reasons,  were  using  the  long  bond  as  an  in- 
vestment that  they  were  using  to  settle  up  accounts. 

Now  I  don't  know  whether  they  were  selling  bond  holdings  or 
selling  contracts  of  one  kind  of  another  based  on  bonds,  but  it 
looked  to  me  as  if  the  traffic  pattern,  apart  from  selling  common 
stocks,  was  for  some  reason,  sort  of  piling  up  over  in  the  long  bond 
market  and  that,  in  some  way  that  I  don't  fully  understand,  part 
of  the  volatility  here  of  people  trying  to  unwind  positions  or  satisfy 
positions  where  they  might  be  in  loss  circumstances  and  therefore, 
having  to  do  some  distressed  selling,  was,  in  effect,  washing 
through  the  long  bond  market. 

And  if  you'll  just  follow  my  hypothetical  for  a  minute.  To  the  ex- 
tent that  part  of  that  was  so  and  knocking  the  normal  level  of  long 
bond  rates  higher  or  lower  than  they  might  otherwise  be,  I  also 
worry  about  that  as  a  secondary  effect,  what  it  does  to  the  eco- 
nomic system  generally,  what  kind  of  signals  does  this  generate  in 
terms  of  monetary  policy  decisions  and  so  forth  and  so  on.  Do  you 
have  any  evidence  one  way  or  another  that  indicates  that  any  part 
of  this  plays  itself  out  in  an  unusual  degree  of  traffic  activity  in 
long  bonds? 

Mr.  BowsHER.  We  do  not  have  evidence  on  any  of  these  particu- 
lar situations  here.  But  I  think  the  overall  linkage  of  the  markets, 
which  is  what  you're  raising  here,  there's  no  question  that  that  has 
happened  more  and  more  and  therefore,  as  people  try  to  unwind 
any  situation  here,  they're  going  into  some  of  those  markets  and 
affecting  them  one  way  or  the  other.  So  whether  it's  driving  it  up 
or  down,  I'm  not  sure. 
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The  Chairman.  You  talked  earlier  about  the  concentration  in  the 
derivatives  market,  a  handful  of  banks  that  dominate  the  business, 
handful  of  securities  firms.  Are  we  finding  that  there's  any  change 
in  pattern  in  terms  of  other  significant  players  either  coming  in  or 
leaving  this  market?  In  other  words,  what's  the  nature  of  the 
change  in  the  marketplace  of  major  players,  say  of  the  last  6 
months,  last  9  months? 

Mr.  BowsHER.  I  think  the  trend,  if  anything,  is  more  of  a  con- 
centration here  by  the  big  players.  This  whole  area  requires  fairly 
large  capital,  so  it's  not  easy.  At  the  same  time,  there  are  new  en- 
tries coming  in.  They  call  them  sometimes  boutique  situations 
here.  And  that's  one  of  the  other  things. 

Of  course,  I  think  why  it's  important  to  have  adequate  oversight 
here  by  the  regulators,  and  that  is  that  sometimes,  somebody  could 
come  in  and  not  make  the  investment  in  the  risk  management  sys- 
tems and  that  that  you  need  to  run  a  good  shop  here  in  this  area, 
but  be  able  to  price  the  product  a  little  Tower  as  a  result  of  not  hav- 
ing made  that  investment  and  then  with  maybe  less  capital,  less 
investment,  and  some  of  their  risk  managements,  you  could  have 
a  more  vulnerable  situation,  let's  say. 

But,  if  anything,  here,  this  is  an  area  that  has  been  invested  in 
by  a  few  large  institutions  and  they  seem  to  be  maintaining  their 
hold  in  the  marketplaces. 

Cecile  reminds  me  of  one  other  feature,  and  that  is  that  the  big 
regional  banks  are  getting  more  and  more  into  this.  One  of  their 
concerns  is  that  they  see  that  the  larger  banks  and  big  security 
firms  in  New  York  and  that  are  serving  their  corporate  customers. 
The  regional  banks  then  want  to  get  in  there,  and  they've  got  the 
wherewithall  to  come  in  and  play,  no  question  about  that. 

The  Chairman.  One  other  question  that  I  wanted  to  raise  with 
you  here  now,  and  that  is,  in  your  testimony,  you  note,  and  I  again 
quote.  This  is  repeating  ground  that  we  covered  in  part  today.  But 
the  quote  is:  "Significant  gaps  and  weaknesses  exist  in  the  regula- 
tion of  many  dealers." 

And  again,  you  specifically  mention  that  affiliates  of  securities 
firms  and  insurance  companies  are  not  subject  to  any  Federal  regu- 
lation. 

There  have  been  some  proposals  to  make  the  Securities  and  Ex- 
change Commission  the  primary  Federal  regulator  of  all  derivative 
dealers  that  are  not  already  regulated  at  the  Federal  level.  Would 
you  support  a  proposal  like  that? 

Mr.  BowsHER.  I  think  it's  one  of  the  options  that  you  have.  We 
did  not  make  a  recommendation  for  any  one.  What  we  did  say  is 
we  thought  that  there  ought  to  be  one  regulator  for  at  least  every 
group  here. 

The  Chairman.  I  think  I've  covered  the  things  I  wanted  to  raise 
here  now. 

Senator  Bennett,  anything  you'd  like  to  raise? 

Senator  Bennett.  Yes.  I'd  like  to  pursue  some  of  the  things  that 
the  Chairman  has  raised,  as  well  as  a  few  thoughts  of  my  own. 

You  talk  about  the  concentration  here,  going  into  a  handful  of 
banks,  big  players.  It's  my  sense  that  the  derivatives  concept  is 
spreading  very  widely  and  involving  a  whole  bunch  of  folks.  Am  I 
missing  something? 
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Mr.  BowsHER,  No,  I  think  that's  true.  But  when  you  look  at  the 
total  package,  there  still  is  this  large  concentration,  as  we  point  out 
here.  Ninety  percent  of  the  volume  done  in  the  banks  is  done  by 
seven  large  banks.  And  87  percent  of  the  volume  done  in  the  secu- 
rities area  is  done  by  five  large  securities  firms  affiliates. 

So  that's  a  pretty  high  concentration.  But  there's  no  question, 
Senator  Bennett,  what  you're  seeing  is  other  people  getting  in — is 
it  something  like  500  banks  in  total?  Yes.  There's  500  banks  in 
total  that  are  into  the  derivatives  in  some  way  or  another. 

Mr.  BOTHWELL.  A  lot  more  institutions  are  getting  in  as  end- 
users  of  derivatives  products.  So  the  concentration  is  really  talking 
about  the  major  dealers  of  the  products. 

Senator  Bennett.  Let  me  reach  into  my  own  past  and  give  you 
an  example  of  how  a  derivative,  had  I  been  aware  of  it,  I  suppose 
it  existed  at  the  time,  would  have  gone  a  long  way  toward  saving 
the  financial  stability  of  the  company  that  I  headed. 

We  had  an  obligation  for  our  subsidiary  in  Japan  with  the 
Mitsubishi  bank  and  the  obligation  was  in  yen.  It  was  paid  for  out 
of  funds  generated  in  the  United  States.  So  it  was  paid  off  in  dol- 
lars. The  obligation  was  made  at  the  time  when  the  yen  was  240 
to  the  dollar,  and  then  through  whichever  Secretary  of  the  Treas- 
ury it  was — I  think  it  was  Jim  Baker  at  that  time. 

Mr.  BowsHER.  I  think  it  was  Jim  Baker,  the  Plaza  Accord. 

Senator  Bennett.  He  decided  that  it  would  be  good  for  every- 
body if  the  yen  were  at  120  to  the  dollar  and  proceeded  to  move 
in  that  regard.  And  because  I  was  too  naive  in  these  matters,  we 
paid  off  the  obligation  in  dollars  and  then  looked  at  its  size  and  it 
was  as  great  as  it  was  when  we  had  incurred  it.  And  we  had  to 
pay  it  off  again,  which  didn't  make  my  shareholders  very  happy  be- 
cause, as  a  percentage  of  our  capital  structure,  it  was  fairly  large. 

Where  would  we  have  gone?  Should  we  have  gone  to  a  bank? 
Should  we  have  gone  to  a  broker?  Where  should  we  have  gone  in 
order  to  buy  a  hedge  derivative  against  the  falling  yen? 

Mr.  BowsHER.  You  could  have  gone  to  either.  In  other  words,  you 
could  have  gone  to  a  bank  that  dealt  in  derivatives  or  you  could 
have  gone  to  a  securities  firm  affiliate. 

Senator  Bennett.  Aside  from  my  own  culpability,  who  dropped 
the  ball  in  not  marketing  to  us  the  derivative? 

Mr.  BowsHER.  I  don't  think  it  happened  in  this  day  and  age.  I 
think  somebody  would  have  dropped  by  to  see  you.  I  would  have 
thought  your  banking  arrangement  maybe  would  have  been  there 
to  talk  to  you  about  that  situation. 

But  I  think  what  happened  here  was  that  in  1971,  when  Presi- 
dent Nixon  closed  the  gold  window  and  took  us  out  of  the  Bretton 
Woods  world  agreement,  the  world  changed  for  American  business. 
American  business  for  40  years  had  not  had  to  worry  about  these 
kinds  of  fluctuations,  basically.  And  so,  a  lot  of  the  American  busi- 
ness has  been  getting  themselves  educated  and  therefore,  that's 
one  of  the  reasons  why  more  are  using  derivatives.  That's  one  of 
the  positive  viewpoints  of  this  whole  derivatives  market,  is  that 
many  people  are  saving  money  by  using  derivatives  properly.  No 
question  about  it. 
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Senator  Bennett.  Yes,  there's  no  question,  had  I  been  properly 
educated  on  that  one,  I  could  have  saved  my  firm  a  great  deal  of 
money  and  myself  a  great  deal  of  embarrassment. 

Let  me  give  you  an  analysis  that  I've  developed  and  get  you  to 
speculate  on  the  implications  of  it. 

We  are  seeing  a  phenomenon  in  a  market  that  I  can  understand, 
that  I  use  to  help  me  understand  derivatives. 

Increasingly,  manufacturers  of  automobiles  no  longer  sell  those 
automobiles.  They  lease  them.  You've  seen  the  ads.  Cadillac  will 
say,  for  $12,000,  single  payment,  you  can  drive  this  Cadillac  worry- 
free  for  2  years,  and  then  turn  it  back  and  owe  nothing. 

In  other  words,  Cadillac  motor  division  owns  the  automobile. 
They  have  assumed  that  the  monthly  lease  is  $500,  or  $6,000  a 
year,  or  $12,000  for  the  2  years.  If  you  pay  that  up  front,  you  don't 
nave  to  pay  any  interest  on  it.  And  they  believe  that  they  can  peg 
the  value  of  that  Cadillac  24  months  out  at  an  accurate  enough  fig- 
ure that  they  can  make  the  deal.  You're  betting  that  they're  wrong 
on  the  low  side  and  they're  betting  that  they're  wrong  on  the  high 
side. 

Just  to  pick  some  numbers  out  of  the  air,  the  Cadillac  that  costs 
$35,000,  that  will  be  worth  $25,000  in  2  years,  they're  betting  that 
it  will  probably  be  worth  $26,000  or  $27,000,  and  you're  betting 
that  it  will  be  worth  $23,000  or  $24,000.  But  you  make  the  deal 
right  now  that  you're  going  to  pay  them  $12,000  for  the  privilege 
of  finding  out  who's  right  and  for  driving  the  car  for  2  years.  Now, 
is  that  a  derivative? 

Mr.  BowsHER.  It's  not  a  derivative.  Not  yet,  anyway. 

Senator  Bennett.  Well,  not  yet,  anyway.  But  let's  carry  the  ex- 
ample. OK  $35,000.  You  pay  $12,000  up  front,  which  says  the  re- 
sidual value  of  the  car — let's  forget  taxes  and  interest  and  so  on. 
Let's  deal  in  simple  figures  here. 

The  value  of  the  car  is  $23,000.  If,  in  fact,  it's  worth  $24,000  on 
the  used  car  market  when  they  take  it  back,  haven't  they  derived 
$10,000  worth  of  profit  from  that  deal? 

Ms.  Trop.  They  may  have  derived  profit.  It  doesn't  necessarily 
mean  that  it  was  the  result  of  a  derivatives  transaction. 

Senator  Bennett.  If  the  automobile  is  worth  $22,000,  haven't 
you  derived  $1,000  worth  of  value  as  a  result  of  leasing  the  car  in- 
stead of  buying  it? 

Ms.  Trop.  You  may  have  derived — you're  using  the  word,  derive, 
in  a  different  sense,  I  guess  is  what  I'm  saying.  That's  not  a  deriva- 
tive product.  If  you  had  wanted  to  make  sure  as  a  leaser  that  you 
were  going  to  break  even,  you  could  have  gone  to  the  derivatives 
market  to  protect  your  interest  rate. 

The  Chairman.  But  you've  already  done  that  by  paying  the 
$12,000  up  front.  You  have  protected.  You've  got  what  you  wanted, 
which  is  the  right  to  drive  the  Cadillac  for  24  months,  and  you 
have  locked  in  a  pre-determined  residual  value  of  $23,000.  You've 
already  done  that. 

But  let  us  suppose  that  someone  comes  along  and  says  to  Cad- 
illac, we  believe  that  your  product  is  so  superior,  and  that  the  re- 
sidual value  will  always  be  more  than  $23,000,  we  believe  the  re- 
sidual value  will  be  $24,000,  that  we  want  to  buy  that  extra  $1,000 
from  you.  Does  that  not  then  become  a  derivative  product,  if  they 
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say,  we  will  finance  all  your  leases,  in  return  for  which  we  get  ev- 
erything over  $23,000,  when  the  car  is  turned  back  in.  Is  that  a 
derivative  product? 

Mr.  BowsHER.  I  don't  think  so.  I  think  it's  a  cash  transaction 
with  a  feature  of,  you  might  say,  derivative  thinking  into  it. 

I  think,  again,  Cecile  was  saying,  like  take  the  company.  If  they 
had  wanted  to  peg  the  interest  rate,  saying  that  they  assumed  that 
it  would  be  at  such  and  such  an  interest  rate  for  those  years,  and 
they  had  to  carry  it,  and  they  went  in  and  worked  the  derivative 
there,  then  you  would  have  a  derivative  that  was  trying  to  hedge 
the 

Senator  Bennett.  So  the  derivative  can  only  apply  to  the  inter- 
est rate.  It  can't  apply  to  the  appreciation  of  the  underlying  asset. 

Ms.  Trop.  See,  the  example  that  you  gave,  it's  really  not  much 
different  than  just  making  an  investment.  When  you  go  in  and  you 
make  an  investment,  the  investment  may  increase  in  value.  It  may 
decrease  in  value.  You  may  have  to  put  a  downpayment  down.  It's 
really  different  than  a  derivative  whose  value  is  based  on  an 
underlying 

Senator  Bennett.  Well,  once  again,  I  decide  that  Cadillac  is 
going  to  be  a  hot  item  and  that  all  those  Cadillacs  are  going  to 
come  back  with  a  book  value,  according  to  the  lease,  at  $23,000, 
and  an  actual  value  of  $24,000.  And  I  want  to  finance  that.  I  want 
to  bet  on  that,  if  you  will.  And  that  $1,000  extra  profit  derives  from 
the  fact  that  Cadillac  missed  it  when  they  made  the  initial  lease 
deal. 

How  is  that  different  from  making  a  bet  on  a  currency  trans- 
action when  I  say,  they're  missing  it,  in  the  terms  of  what  they 
think  the  currency  is  worth  and  I'm  smarter  than  they  are  and  I 
will  buy  the  upside  of  the  currency  value. 

This  is  not  a  trick  question.  I'm  trying  to 

Ms.  Trop.  No,  no. 

The  Chairman.  But  it  is  a  tricky  question,  as  opposed  to  a  trick 
question. 

Mr.  BowsHER.  Yes. 

[Laughter.] 

Ms.  Trop.  The  transaction  that  you've  described  is  just  a  cash 
market  transaction  where  you've  gone  in  and  made  a  straight- 
forward investment,  if  you  will,  and  you  have  an  expected  return 
on  that  which,  in  your  description,  happens  to  be  profitable. 

If  you  had  wanted  to  do  a  derivatives  transaction,  maybe  you 
would  have  gone  in  with  some  sort  of  option  where  you  bought  the 
right  to  purchase  Cadillacs  in  5  years  at  X,  Y,  Z  price. 

Senator  Bennett.  Well,  I  did  that.  When  I  bought  the  lease  on 
a  $35,000  automobile  that  says,  in  24  months,  it's  going  to  be 
worth  $23,000.  As  part  of  the  lease,  I  have  the  option  to  purchase 
it  at  $23,000.  That's  part  of  the  deal. 

Ms.  Trop.  OK.  Well,  now,  maybe  I  misheard  you.  I  didn't  hear 
that  you  purchased  an  option  which  allowed  you  to  keep  the  car  at 
the  end. 

Senator  Bennett.  Absolutely.  Yes. 

Ms.  Trop.  As  far  as  I  got,  you  got  a  car  that  you  were  going  to 
return  at  the  end. 
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Senator  Bennett.  That's  one  of  your  options,  returning  it.  I'm 
sorry.  I  should  have  made  that  clear.  One  option  is  to  return  it, 
walk  away,  you  owe  nothing.  Which  means  if  the  car  comes  in  at 
a  value  of  $20,000,  you've  made  a  really  good  deal.  If  the  car  is 
worth  $25,000,  then  you  exercise  your  option  to  buy  it  at  $23,000. 
It  seems  to  me  that  that  has  all  the  characteristics  of  a  derivative. 

Ms.  Trop.  The  description,  modification,  elaboration  that  you 
could  buy  it  would  have  an  option  which  is  derivative. 

Senator  Bennett.  OK  So  it  is  a  derivative.  Now,  the  thing  that's 
happening  with  automobiles  as  people  do  the  lease  deals  has  been 
very  interesting,  and  you'll  see  where  I'm  going  in  a  minute. 

Manufacturers  have  sold  more  automobiles  because  of  these  lease 
deals,  because  of  the  derivative  that  we've  just  described,  than  they 
would  have  sold  on  straight  cash  or  a  straight  lease  that  didn't 
have  the  derivative  application. 

The  automobiles  are  now  coming  back.  The  2  years  have  expired 
and  people  have  chosen  not  to  exercise  the  option  to  buy  the  car, 
which  means  the  manufacturer  now  has  a  fleet  of  used  cars  which 
he  is  starting  to  lease  under  the  same  kinds  of  terms,  only  now  the 
base  is  different,  the  costs  are  different,  and  so  on. 

So  that  we're  creating  a  second  round  of  derivatives  now  on  used 
cars  that  will  run  for  3  years,  let's  say,  and  presumably,  they  come 
back  and  the  market  for  purchasing  those  cars  is  still  not  there  for 
them  to  sell  the  cars,  so  they  lease  a  third  round.  You  can  see 
where  I'm  going.  Technically,  we  could  get  to  a  point  where  the 
manufacturer  would  never  sell  the  car. 

Ms.  Trop.  But  the  car  won't  last  that  long. 

Senator  Bennett.  Sure. 

[Laughter.] 

The  Chairman.  Well,  let's  not  say  that  about  a  GM  product. 

Senator  Bennett.  Yes. 

[Laughter.] 

That^  why  I  picked  Cadillac.  This  is  somewhat  fanciful,  but  let's 
say  that  Cadillac  just  keeps  leasing  the  automobile,  never  gives  up 
title  to  it  itself  until  the  point  that  it's  scrap,  at  which  point  Cad- 
illac takes  it  back  as  scrap  and  reprocesses  it  in  one  of  its  own  steel 
plants. 

Now,  the  reason  I'm  doing  this,  isn't  there  a  possibility  that  rath- 
er than  sell  stock,  the  corporation  could  lease  its  stock  on  exactly 
that  kind  of  a  basis?  In  other  words,  you  buy  stock  with  a  pre- 
determination of  where  it  will  be  in  2  years  in  its  value,  and  at  the 
end  of  2  years,  you  can  either  acquire  it  for  a  price  determined  in 
the  deal  up  front — the  stock  at  $10  a  share  and  I  acquire  the  right 
to  sell  it  at  $12  in  2  years — and  then  the  stock  comes  back  to  the 
company,  for  whatever  reason.  And  instead  of  selling  the  stock,  the 
company  releases  it,  if  you  will,  in  the  form  of  a  derivative.  You  see 
where  I  m  going? 

Is  there  a  possibility  that  we  will  get  through  the  derivative  sys- 
tem to  a  point  where  anything  of  value,  be  it  an  automobile  or  a 
share  of  stock,  never  gets  sold,  but  is  constantly  leased  into  the  fu- 
ture on  this  kind  of  an  example?  Again,  this  is  not  a  trick  question. 
I'm  trying  to  get  you  to  help  me  understand  this. 

Ms.  Trop.  Your  stock  example  is  already  occurring  in  derivatives 
dealers,  exchange-traded  dealers.  They're  all  thinking  all  the  time 
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of  new  things — junk  to  be  recycled,  air  pollution  allowances.  People 
are  always  trying  to  think  of  new  ways  to  derive  value. 

Senator  Bennett.  Just  one  last  question.  Does  anybody  ever 
slaughter  any  cattle? 

[Laughter.] 

Or  is  it  constantly  contracts  and  futures,  to  the  point  where  the 
cattle  die  of  old  age? 

[Laughter.] 

All  right.  Given  that  future  scenario,  and  you  say  it's  already 
happening  in  stocks  and  other  areas,  now  we  come  back  to  the  real 
question — what  kind  of  intelligent  regulatory  structure  should  be 
created  to  deal  with  all  of  the  tremendous  variations  on  this  theme 
that  are  springing  up  in  response  to  market  forces? 

There's  no  sinister  group  in  Switzerland  sitting  around  a  table 
thinking,  how  can  we  create  this  new  one,  but,  instead,  like  the 
automobile,  the  manufacturer  created  a  derivative  because  it  sells 
more  cars. 

Presumably,  the  stock  market  creates  derivatives  because  it  sells 
more  shares  of  stock  or  makes  shares  of  stock  more  valuable.  There 
are  market  forces  here  creating  these  things  across  the  entire  econ- 
omy, across  every  kind  of  economic  activity.  It  seems  to  me  to  bog- 
gle the  mind  that  says,  well,  the  SEC  is  going  to  regulate  all  this, 
or  whoever.  Do  you  have  any  great  insights  you  can  share  with  me? 

The  Chairman.  Don't  underestimate  Arthur  Levitt. 

[Laughter.] 

Senator  Bennett.  No,  I  never  underestimate  Arthur  Levitt. 

Mr.  BowsHER.  Well,  that's.  Senator,  one  of  the  reasons  why  we 
made  the  recommendation  here  that  we  thought  Congress  should 
address  the  overall  regulatory  structure  because  I  think  what  we 
have  today  is  a  regulatory  structure  that  was  put  in  place  basically 
after  the  stock  market  crash  of  1929  and  the  bank  closings  in  the 
early  1930's,  and  it  worked  quite  well  up,  I'd  say,  until  the  mid- 
1970's,  so  for  40  years. 

Then  when  we  went  into  these  world  markets  again  and  we 
started  to  have  to  have  currency  derivatives  and  interest  rate  de- 
rivatives and,  as  you  point  out,  derivatives  on  many  different  possi- 
bilities, why,  it  seems  to  me  that  you've  had  now  a  gp-owing  of  what 
I  call  the  financial  services  industry  that  is  serving  many  different 
customers  and  in  many  different  ways. 

The  Congress  has  been  basically  running  behind  here.  I  think  ev- 
erybody basically  agrees  with  that,  trying  to  catch  up  with  a  very 
fast  developing  industry  out  there.  The  computers  of  today  allow  a 
lot  of  people  to  create  some  very  creative,  complex  instruments 
here  that  are  being  traded. 

And  so,  I  think  it's  time  at  some  point  here  to  look  at  the  overall 
regulatory  structure  and  to  try  to  come  up  with  something  that 
maybe  can  look  at  the  overall  process  better  than  what  we  have 
today. 

Now  that's  tough.  I  know  what  you've  been  going  through  on  the 
bank  consolidation  regulatory  area.  You've  got  committee  jurisdic- 
tion in  the  Congress.  You've  got  regulatory  bodies  who  are  going 
to  be  in  for  a  long  time  and  their  turf.  You've  got  private  sector 
groups  and  everything  like  that. 
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But  I  think  at  some  point  in  time,  and  we  think  that  the  deriva- 
tives are  maybe  one  of  the  things  that's  going  to  drive  it,  is  that 
it's  time  to  take  a  good,  fresh  look  and  see  what  would  make  sense. 

Senator  Bennett.  Well,  the  concern  I  have,  as  I  struggle  to  un- 
derstand all  of  this  and  try  to  reduce  it  into  terms  that  I  can  un- 
derstand, is  that  the  regulatory  impulse  gets  into  the  way  of  the 
efficiency  of  markets. 

If  there  is  full  disclosure  as  to  exactly  what  is  involved  in  the 
lease  of  a  Cadillac  with  a  derivative-type  financing  arrangement, 
I'm  not  sure  there's  an  appropriate  place  for  a  regulator.  Aiiybody 
who  can  afford  to  buy  a  Cadillac  can  afford  to  put  down  $24,000 
and  walk  away  from  it — pardon  me — $12,000  for  12  months  and 
walk  away  from  it,  is,  prima  facie,  either  stupid  enough  to  deserve 
what  he  gets  or  smart  enough  to  figure  it  out  in  advance. 

And  I'm  not  sure  that  there's  a  role  for  Government  in  that 
transaction  to  step  in  and  say,  the  following  things  have  to  be  done 
by  either  side  in  such  a  way  as  to  raise  the  cost  of  the  transaction. 

Ms.  Trop.  That  transaction  really  is  outside  the  scope  of  what 
we're  talking  about  here.  The  kind  of  regulations,  if  you  will,  and 
legislation  that  we're  talking  about,  we're  just  talking  about  the 
major  derivatives  dealers.  We're  not  talking  about  these  kinds  of 
end-users  and  small  transactions. 

Even  when  we  talk  about  corporate  governance,  we're  just  talk- 
ing about  the  end-users  who  are  the  major  end-users  of  complex  de- 
rivatives products.  So  we  don't  envision  dealing  with  those  kinds 
of  transactions. 

Senator  Bennett.  Once  again,  I  think  the  corporate  treasurer  of 
Procter  &  Gamble,  prima  facie,  ought  to  be  able  to  figure  it  out  and 
know  what  kind  of  risks  he  or  she  might  be  taking.  It's  the  individ- 
ual who  gets  into  a  hedge  fund  that  starts  playing  the  derivatives 
that  I  think  the  heartburn  comes  from.  And  the  question  here,  once 
again,  is  what  is  the  regulator  going  to  do? 

It's  one  thing  to  say  that  we  have  to  have  a  system  of  regulation, 
but  what  is  the  regulator  going  to  do?  Tell  the  individual,  you  real- 
ly shouldn't  be  buying  this  unless  you're  really,  really  smart.  Or  as 
lucky  as  Mrs.  Clinton,  or  whatever  might  be  involved.  Or  is  there 
a  clear  role  for  the  regulator  that  says,  we  will  prevent  the  follow- 
ing things  from  happening  because  they  will  be  rapacious  or  be- 
cause they  will  interfere  with  the  workings  of  a  market? 

That's  what  we're  grappling  with.  What's  the  regulator  going  to 
do? 

Mr.  Bothwell.  Well,  I  think  what  we're  saying  here  is  we  don't 
envision  any  regulator  regulating  new  product  developments  at  all 
in  this  area.  The  U.S.  capital  market  is  the  most  innovative  in  the 
world  and  that's  a  real  national  treasure.  There's  nothing  in  what 
we're  recommending  that's  going  to  diminish  that. 

What  we're  recommending  with  regards  to  the  Federal  interest 
is  the  Federal  interest  in  preserving  the  stability  of  the  financial 
system.  It's  the  responsibility  of  the  U.S.  Treasury,  working  with 
tne  Federal  Reserve  System.  And  we're  also  interested  in  the  Fed- 
eral responsibility  standing  behind  the  Federal  deposit  insurance 
fund  for  these  very  large  banks  who  are  large  derivatives  dealers, 
these  seven  major  banks. 
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So  what  we  are  talking  about  is  actually  a  very  limited  set  of 
basic  regulatory  responsibilities  here  extended  to  no  more  than  15 
or  so  major  U.S.  derivatives  dealers.  And  what  we  want  is  some 
kind  of  reporting  system  that  is  accurate,  centralized  and  current 
information  on  the  position  of  these  major  dealers,  so  if  a  problem 
does  develop,  responsible  regulatory  officials  who  have  the  respon- 
sibility for  maintaining  the  stability  of  the  financial  system  know 
what  to  do  and  can  act  quickly  to  prevent  any  further  spread  of  a 
problem  throughout  the  whole  system. 

Senator  Bennett.  I  don't  want  to  prolong  this,  Mr.  Chairman 
but  I  was  with  you  right  up  to  the  last,  that  the  reporting  informa- 
tion, I  think,  is  absolutely  vital.  Markets  cannot  function  without 
accurate  information. 

It  gives  somebody  the  understanding  of  how  big  an  exposure  a 
particular  group  has,  right  up  to  the  point  where  you  say,  and  if 
there  is  a  problem,  then  the  regulators  step  in  and  do  what  has  to 
be  done.  And  I  don't  know  what  that  is,  what  that  step  is.  What 
would  the  regulators  do? 

Mr.  BoTHWELL.  I  think  it  would  vary  upon  what  the  cir- 
cumstance is.  In  terms  of  the  market  crash,  the  Federal  Reserve 
chose  to  supply  liquidity  to  the  securities  firms. 

Senator  Bennett.  No.  Take  a  name.  Just  pick  it  out  of  the  air. 
Let's  take  Citibank.  And  somebody  says,  some  regulator  is  checking 
it  and  says,  OK,  Citibank  now  has  an  exposure  by  virtue  of  its  de- 
rivative activity  of  X.  And  somebody  has  decided,  the  regulator, 
that  that  exposure  now  crosses  the  line  toward  threatening. 

Mr.  BoTHWELL.  No,  no. 

Senator  Bennett.  Is  that  what  you're  saying? 

Mr.  BOTHWELL.  No,  no,  no.  I  wasn't  saying  that,  no. 

Senator  Bennett.  Oh.  OK. 

Mr.  BOTHWELL.  All  I'm  saying,  if  there's  a  problem  that  develops 
in  any  major  dealer,  you  want  to  know  who  has  the  exposure  to 
that  dealer. 

Senator  Bennett.  Give  me  an  example  of  the  problem,  then,  be- 
cause I  don't  understand.  When  you  say,  a  problem  develops,  I  just 
automatically  thought 

Mr.  BowsHER.  Well,  like  a  problem  with  the  Continental  Illinois 
Bank.  In  other  words,  there  was  a  run  on  the  bank.  The  Federal 
Reserve  and  the  bank  regulators  were  notified,  and  to  deal  with 
them. 

Senator  Bennett.  So  it's  a  problem  unrelated  or  uncaused  by  the 
derivative  exposure. 

Mr.  Bowsher.  It  could  be.  That's  correct,  yes. 

Senator  Bennett.  OK,  That  helps. 

Mr.  Bowsher.  Yes. 

Senator  Bennett.  Because  I  had  assumed  we  were  staying 
strictly  in  the  derivatives  circumstances. 

Mr.  Bowsher.  But  with  the  linked  markets  that  you  have  now, 
the  derivatives  could  play  into 

Senator  Bennett.  OK  That  helps.  Thank  you,  Mr.  Chairman.  I 
apologize  for  the  length  of  time,  but  it  was  necessary  for  my  edu- 
cation. 

The  Chairman.  Senator  Gramm. 
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OPENING  STATEMENT  OF  SENATOR  PHIL  GRAMM 

Senator  Gramm.  Mr.  Chairman,  I  had  my  motion  to  instruct  con- 
ferees on  the  crime  bill  up  on  the  Senate  floor  at  2  p.m.  Following 
that,  as  our  Chairman  knows,  the  Chairman  of  the  Appropriations 
Committee  allocated  money  to  the  Appropriations  Subcommittees. 
So  I  thought  I  should  be  there  to  see  that  none  of  it  spilled  out  onto 
the  floor. 

So  I  apologize  to  our  distinguished  panel  today.  It  would  be  to- 
tally unfair  for  me  to  pose  questions  at  this  point,  given  that  they 
would  almost  certainly  be  redundant.  So  I'd  like,  very  briefly,  Mr. 
Chairman,  to  make  a  statement. 

First  of  all,  I  want  to  thank  the  GAG  for  its  study.  Even  though 
I  might  disagree  with  the  conclusions  of  the  study,  I  think  the 
study  is  a  very  important  starting  point.  I  think  that  one  of  the 
things  that  we're  going  to  have  to  do  in  the  debate  on  this  subject 
is  to  try  to  be  certain  that  people  who  propose  legislation  with  re- 
gard to  derivatives  know  what  derivatives  are,  know  what  they  do 
in  the  marketplace,  know  why  they  were  called  forth  in  a  free  mar- 
ket system  and,  in  that  process,  make  an  enlightened  decision. 

So,  whatever  we  decide,  whether  we  decide  to  do  the  right  thing 
or  the  wrong  thing,  your  study  is  going  to  be  important,  and  I  want 
to  thank  you  for  it. 

I  am  very  doubtful  of  the  need  for  legislation  relating  to  deriva- 
tives. I  think  that  the  basic  problem  with  derivatives  comes  from 
the  fact  that  they  are,  at  least  in  some  of  their  current  incarna- 
tions, relatively  new  products.  Even  in  markets  that  operate  on 
risk,  there  is  always  this  tendency  to  think  that  anything  new  rep- 
resents a  final  risk  that  could  undo  the  market. 

As  I  look  at  derivatives,  I  basically  see  derivatives  as  vehicles  to 
diffuse  and  manage  risk.  I  think  derivatives  tend  to  make  markets 
less  risky. 

Derivatives,  by  their  nature,  are  transactions  where  there  is  al- 
ways a  winner  and  a  loser.  Therefore,  in  terms  of  the  market  sys- 
tem, you're  not  creating  or  destroying  liquidity  or  wealth  in  the 
process,  at  least  in  the  individual  transaction. 

Also,  given  the  explosive  growth  of  these  products,  which  is  liv- 
ing evidence  that  there  is  a  market  for  them,  I  am  concerned  that 
we  need  to  look,  whatever  we  decide  to  do,  at  the  impact  of  our  ac- 
tions in  light  of  the  worldwide  financial  market  in  which  we  oper- 
ate. If  we  decide  to  change  substantially  the  market  system,  impose 
new  regulations,  if  we  encumber  the  use  of  derivatives  in  the 
American  market,  what  is  that  going  to  mean  in  terms  of  the 
growth  of  the  markets  in  Tokyo,  in  Frankfurt,  in  London? 

I  think  that  these  are  things  that  we've  got  to  take  into  account. 
I  think  this  is  going  to  be  a  very  long  debate.  I  want  to  thank  the 
Chairman  for  this  hearing. 

We  need  to  hear  now  from  people  that  are  involved  in  actual  fi- 
nancial regulation.  I  think  we  need  to  hear  from  people  who  are  in- 
volved in  the  financial  markets.  I  have  not  heard  one  single  finan- 
cial regulator  call  for  new  legislation.  I  hear  many  financial  regu- 
lators suggest  that  we  already  have  regulatory  authority  to  deal 
with  problems  that  may  arise. 
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I  am  not  aware  that  anyone  at  the  Commodity  Futures  Trading 
Commission  or  the  SEC  has  called  for  regulation.  I'm  not  aware  of 
any  principal  participants  in  the  market  place  calling  for  it. 

What  we  have  to  do  is  take  the  information  that  you  have  given 
us  and  try  to  digest  it.  I  think  that  then,  we  need  to  hear  from 
market  participants.  We  need  to  hear  from  the  markets.  And  then 
we  need  to  hear  from  people  who  are  engaged  in  regulation. 

And  I  think  at  that  point,  Mr.  Chairman,  that  we  will  be  in  a 
better  position  to  decide  what  we  want  to  do.  And  I  think  that  this 
study  will  be  an  important  part  of  getting  us  to  that  point. 

In  the  end,  my  guess  is  that  we  are  going  to  decide  that  this  is 
not  a  market  we  want  somewhere  else,  that  this  is  a  market  we 
want  here.  But  we  cannot  be  harmed  by  knowing  more  about  it. 

The  Chairman.  Thank  you.  Senator  Bennett,  thank  you. 

We  thank  our  witnesses,  and  that  concludes  our  hearing  for 
today. 

Mr.  BowsHER.  Thank  you. 

[Whereupon,  at  4  p.m.,  the  hearing  was  concluded.] 

[Prepared  statements  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Mr.  Chairman,  I  commend  you  for  convening  today's  hearing  to  discuss  the  Gen- 
eral Accounting  Office's  long-awaited  report  on  derivatives.  I  join  you  in  welcoming 
today's  distinguished  witness,  Comotroller  General  Chuck  Bowsher. 

Lately,  derivatives  have  received  a  great  deal  of  attention  in  the  press.  The  re- 
lease of  the  GAO's  report  on  derivatives  is  certainly  timely,  coinciding  with  recent 
reports  that  several  large  corporations  have  incurred  substantial  losses  as  a  result 
of  their  derivatives  activities. 

'The  GAO  report  should  provide  some  perspective  to  the  Congress  and  the  regu- 
lators about  the  mystery  surrounding  derivatives.  The  report  provides  insight  into 
derivatives  activities  much  the  same  way  Toto  in  the  Wizara  of  Oz  revealed  the 
truth  about  the  wizard.  Everyone  was  terrified  of  the  wizard  until  the  dog  pulled 
back  the  curtain  and  revealed  a  harmless  old  man  sitting  in  front  of  a  control  booth. 

In  fact  the  GAO  report  suggests  disclosure — keeping  this  curtain  wide  open  so 
that  everyone  can  see  the  wizard  and  determine  whether  he  is  harmless  or  harmful 
to  important  public  interests.  The  GAO  report  suggests  that,  without  the  proper 
tools,  our  regulators  may  have  no  more  bite  than  tne  cowardly  lion.  But  Congress 
should  be  equally  concerned,  however,  that  excessive  and  imprudent  regulation 
would  be  more  like  the  scarecrow  and  frighten  legitimate  and  desirable  derivatives 
business  offshore. 

As  the  GAO  itself  points  out  in  the  report:  'The  issues  is  one  of  striking  a  proper 
balance  between  (1)  allowing  the  U.S.  financial  services  industry  to  grow  and  inno- 
vate and  (2)  protecting  the  safety  and  soundness  of  the  Nation  s  financial  system." 

I  am  confident  that  Congress  can  work  with  the  regulators  and  the  industry  to 
determine  what,  if  any,  legislation  is  needed  to  ensure  that  we  strike  this  balance. 
The  GAO  report  provides  Congress  with  a  good  starting  point  to  begin  these  discus- 
sions. 

These  discussions  would  be  much  more  productive  if  we  also  focused  on  restruc- 
turing the  financial  services  industry.  Modernizing  our  financial  system  would  bet- 
ter equip  the  regulators  to  deal  with  financial  innovation,  such  as  derivatives,  as 
the  markets  for  tnese  products  develop. 

I  look  forward  to  the  testimony.  Thank  you,  Mr.  Chairman. 
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Mr.  Chairman  and  Members  of  the  Committee:  We  are  pleased  to  appear  today 
to  discuss  Federal  oversight  of  derivatives  activities.  As  you  know,  we  issued  our 
derivatives  report  yesterday;  it  responds  to  your  request  as  well  as  requests  from 
several  other  Committees.  In  my  testimony  today,  I  will  briefly  summarize  our 
major  conclusions  and  recommendations  and  then  answer  any  questions  you  or  the 
other  Members  may  have. 

In  the  past  2  decades,  fundamental  changes  in  global  financial  markets — particu- 
larly the  mcreased  volatility  of  interest  rates  and  currency  exchange  rates — prompt- 
ed a  number  of  public  and  private  institutions  to  develop  and  use  derivatives.  De- 
rivatives use  was  acceleratea  by  the  continuing  globalization  of  commerce  and  finan- 
cial markets  and  major  advances  in  finance,  information  processing,  and  commu- 
nications technology. 

Derivatives  are  financial  products  whose  values  are  based  on  the  value  of  an  un- 
derlying asset,  reference  rate,  or  index.  We  focused  on  four  basic  types  of  deriva- 
tives: forwards,  futures,  options,  and  swaps.  These  basic  products  can  also  be  com- 
bined to  create  more  complex  derivatives.  Some  derivatives  are  standardized  con- 
tracts traded  on  exchanges.  Others  are  customized  contracts  that  include  negotiated 
terms,  such  as  amounts,  payment  timing,  and  interest  or  currency  rates.  When  con- 
tracts are  not  traded  on  an  exchange,  they  are  called  over-the-counter  (OTC)  deriva- 
tives. 

Derivatives  serve  important  functions  in  the  global  financial  marketplace.  Among 
their  benefits,  derivatives  provide  end-users  with  opportunities  to  better  manage  fi- 
nancial risks  associated  with  their  business  transactions,  called  hedging.  They  also 
provide  opportunities  to  profit  from  anticipated  movements  in  market  prices  or 
rates,  calkd  speculating.  Derivatives  activities  had  grown  to  at  least  $12.1  trillion 
in  notional  amount  by  the  end  of  1992.  This  growth  and  the  increasing  complexity 
of  derivatives  reflect  both  the  increased  demand  from  end-users  for  better  ways  to 
manage  their  financial  risks  and  the  innovative  capacity  of  the  financial  services  in- 
dustry to  respond  to  market  demands. 

Because  oi  derivatives  growth  and  increasing  complexity.  Congress,  Federal  regu- 
lators, and  some  members  of  the  industry  are  concerned  about  tne  risks  derivatives 
may  pose  to  the  financial  system,  individual  firms,  investors,  and  U.S.  taxpayers. 
These  concerns  have  been  heightened  by  recent  reports  of  substantial  losses  by  some 
derivatives  end-users,  including  losses  totaling  in  the  hundreds  of  millions  of  dollars 
by  U.S.  firms.  The  largest  recent  loss  reported  was  by  a  German  firm  that  involved 
assistance  of  more  than  $2  billion  from  aoout  120  banks. 

We  found  that  much  OTC  derivatives  activity  in  the  United  States  is  concentrated 
among  15  major  U.S.  dealers  that  are  extensively  linked  to  one  another,  end-users, 
and  the  exchange-traded  markets.  For  example,  as  of  December  1992,  the  top  seven 
domestic  bank  OTC  derivatives  dealers  accounted  for  more  than  90  percent  of  total 
U.S.  bank  derivatives  activity.  Similarly,  securities'  regulatory  data  indicate  that 
the  top  five  U.S.  securities  firms  dealing  in  OTC  derivatives  accounted  for  about  87 
percent  of  total  derivatives  activity  for  all  U.S.  securities  firms.  Substantial  linkages 
also  exist  between  these  major  U.S.  derivatives  dealers  and  foreign  derivatives  deal- 
ers. For  example,  14  major  U.S.  OTC  derivatives  dealers  reported  to  us  that  trans- 
actions with  loreign  dealers  represented  an  average  of  about  24  percent  of  their 
combined  derivatives  notional  amounts. 

This  combination  of  global  involvement,  concentration,  and  linkages  means  that 
the  sudden  failure  or  abrupt  withdrawal  from  trading  of  any  of  these  large  U.S. 
dealers  could  cause  liquidity  problems  in  the  markets  and  could  also  pose  risks  to 
the  others,  including  federally  insured  banks  and  the  financial  system  as  a  whole. 
Although  the  Federal  Government  would  not  necessarily  intervene  just  to  keep  a 
major  OTC  derivatives  dealer  from  failing,  the  Federal  Government  would  be  likely 
to  intervene  to  keep  the  financial  system  functioning  in  cases  of  severe  financial 
stress.  While  Federal  regulators  have  often  been  able  to  keep  financial  disruptions 
from  becoming  crises,  in  some  cases  intervention  has  and  could  result  in  a  financial 
bailout  paid  for  or  guaranteed  by  taxpayers. 

Primary  responsibility  for  effective  management  of  a  firms'  financial  risks  rests 
with  boards  of  directors  and  senior  management.  A  system  of  strong  corporate  gov- 
ernance, such  as  that  required  under  the  FDIC  Improvement  Act  for  large  banks 
and  thrifts,  is  particularly  critical  for  managing  derivatives  activities,  because  they 
can  afiect  the  financial  well-being  of  the  entire  firm.  Until  recently,  however,  no 
comprehensive  guidelines  existed  against  which  boards  and  senior  managers  could 
measure  their  firms'  risk-management  performance.  In  1993  a  Group  of  Thirty-spon- 
sored study  identified  improvements  that  were  needed  in  derivatives  risk-manage- 
ment and  recommended  benchmark  practices  for  the  industry.  The  Office  of  the 
Comptroller  of  the  Currency  and  the  Federal  Reserve  also  issued  guidelines  for  the 
banks  they  oversee. 
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Regulators  and  market  participants  said  improvemenis  m  iiaiv-iiic..„„. 
tems  have  already  been  made  as  a  result  of  the  Group  of  Thirty  recommendations 
and  Federal  guidelines.  However,  we  noted  that  no  regulatory  mechanism  exists  to 
bring  all  major  dealers  into  compliance  with  these  recommendations  and  guidelines. 
Further,  while  actions  the  major  dealers  have  reported  taking  are  important,  the 
Federal  Government  also  has  responsibility  for  ensuring  that  safeguards  exist  to 
protect  the  overall  financial  system. 

Federal  regulators  have  begun  to  address  derivatives  activities  through  a  variety 
of  means,  but  significant  gaps  and  weaknesses  exist  in  the  regulation  of  many  major 
dealers.  For  example,  securities  regulators  have  limited  authority  to  regulate  the  fi- 
nancial activities  of  securities  firm  affiliates  that  conduct  OTC  derivatives  activities. 
Insurance  companies'  OTC  derivatives  affiliates  are  subject  to  limited  State  regula- 
tion and  have  no  Federal  oversight.  Yet  OTC  derivatives  affiliates  of  securities  and 
insurance  firms  constitute  a  rapidly  growing  component  of  the  derivatives  markets. 
The  growth  rate  of  OTC  and  exchange-traded  derivatives  (only  combined  data  were 
available)  was  100  percent  for  insurance  firms  and  77  percent  for  securities  firms, 
compared  with  41  percent  for  banks,  from  1990  through  1992.  In  contrast  to  insur- 
ance and  securities  regulators,  bank  regulators  have  authority  to  supervise  all  the 
financial  activities  of  banks  and  their  holding  companies.  While  these  regulators 
have  improved  their  supervision  of  banks'  derivatives  activities,  their  approach  still 
has  weaknesses,  such  as  inadequate  regulatory  reporting  requirements  and  insuffi- 
cient documentation  and  testing  of  internal  controls  and  systems. 

Further  compounding  the  regulators'  problems  and  contributing  to  the  lack  of 
knowledge  by  investors,  creditors,  and  other  market  participants  are  the  inadequate 
rules  for  financial  reporting  of  derivatives  activity.  We  found  that  accounting  stand- 
ards for  derivatives,  particularly  those  used  for  hedging  purposes  by  end-users,  were 
incomplete  and  inconsistent  and  have  not  kept  pace  with  business  practices.  We  also 
found  that  additional  disclosures  are  needed  to  provide  a  clear  distinction  between 
dealing,  speculative,  and  hedging  activities,  and  to  quantify  interest  rate  and  other 
market  risks.  Insufficient  accounting  rules  and  disclosure  for  derivatives  increase 
the  likelihood  that  financial  reports  will  not  fairly  represent  the  substance  and  risk 
of  these  complex  activities.  In  addition,  the  lack  of  rules  for  certain  products  makes 
it  likely  that  accounting  for  these  products  will  be  inconsistent,  thereby  greatly  re- 
ducing the  comparability  of  financial  reports. 

We  believe  that  innovation  and  creativity  are  strengths  of  the  U.S.  financial  serv- 
ices industry  and  that  these  strengths  should  not  be  eroded  or  forced  outside  the 
United  States  by  excessive  regulation.  However,  we  also  believe  the  regulatory  gaps 
and  weaknesses  that  presently  exist  must  be  addressed,  especially  considering  the 
rapid  growth  in  derivatives  activity.  The  issue  is  one  of  striking  a  proper  balance 
between  (1)  allowing  the  U.S.  financial  services  industry  to  grow  and  innovate  and 
(2)  protecting  the  safety  and  soundness  of  the  Nation's  financial  system.  Achieving 
this  balance  will  require  unprecedented  cooperation  among  U.S.  and  foreign  regu- 
lators, market  participants,  and  members  of  the  accounting  profession. 

Given  the  gaps  and  weaknesses  that  impede  regulatory  preparedness  for  dealing 
with  a  financial  crisis  associated  with  derivatives,  we  recommend  that  Congress  re- 
quire Federal  regulation  of  the  safety  and  soundness  of  all  major  U.S.  OTC  deriva- 
tives dealers.  The  immediate  need  is  for  Congress  to  bring  the  currently  unregu- 
lated OTC  derivatives  activities  of  securities  and  insurance  firm  affiliates  under  the 
purview  of  one  or  more  of  the  existing  Federal  financial  regulators  and  to  ensure 
that  derivatives  regulation  is  consistent  and  comprehensive  across  regulatory  agen- 
cies. We  also  recommend  that  the  financial  regulators  take  specific  actions  to  im- 
prove their  capabilities  to  oversee  OTC  activities  and  to  anticipate  or  respond  to  any 
financial  crisis  involving  derivatives.  Our  recommendations  also  address  the  critical 
roles  of  the  boards  of  directors  and  senior  managements  of  the  major  derivatives 
dealers  and  end-users  and  the  need  for  improved  accounting  standards  and  disclo- 
sure requirements  for  derivatives  activities. 

While  our  recommendations  address  regulatory  gaps  and  weaknesses  in  the  con- 
text of  the  current  regulatory  system,  the  nature  of  derivatives  activities  clearly 
demonstrates  that  this  system  has  not  kept  pace  with  the  dramatic  and  rapid 
changes  that  are  occurring  in  domestic  and  global  financial  markets.  Banking,  secu- 
rities, futures,  and  insurance  are  no  longer  separate  and  distinct  industries  that  can 
be  well  regulated  by  the  existing  patchwork  auilt  of  Federal  and  State  agencies. 
Therefore,  we  also  recommend  that  Congress  oegin  to  systematically  address  the 
need  to  revamp  and  modernize  the  entire  U.S.  regulatory  system. 

Mr.  Chairman,  this  concludes  my  prepared  statement.  We  will  be  pleased  to  an- 
swer questions. 
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